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The volatility of bond and foreign exchange 
markets, which persists despite almost a decade 
of low inflation, can partly be attributed to lin- 
gering uncertainties with respect to future price 
movements. At the Bank of Canada, we have 
taken the position that these concerns are best 
confronted by making clear statements about the 
objective and strategy of monetary policy, by 
releasing our economic analysis to outside 
examination, and by publishing all relevant 
data. 


— Gordon Thiessen 


The Tony Hampson Memorial Lecture 


Speech to the C.D. Howe Institute 
Toronto, Ontario 
11 March 1999 
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C ANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better growth over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank to make more accurate judgments about the growth potential of the 
economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags—the impact on inflation from changes in monetary con- 
ditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, there is a good deal of movement in the CPI caused by 
transitory fluctuations in the prices of food and energy, as well as by 
changes in indirect taxes. For this reason, the Bank focuses on the CPI 
excluding food, energy, and the effect of indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 
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1. INTRODUCTION 


Six months ago, at the time of the last Monetary Policy Report, 
the global economic and financial environment was volatile and 
highly uncertain because of the adverse situation in Asia and the 
fallout from the Russian debt moratorium. Many emerging- 
market economies, particularly in Latin America, were hit by large 
capital outflows. And, as nervous investors sought safe havens, 
interest rate spreads on emerging-market debt widened dramati- 
cally, as did those between corporate and government bonds in 
the industrial countries. 

Since then, the situation in global financial markets has 
improved. Interest rate cuts by central banks in all major coun- 
tries have helped to rebuild investor confidence. In Southeast 
Asia, financial markets have stabilized, progress is being made on 
structural reforms, and prospects are good for a gradual recovery 
through this year and next. In Brazil, the authorities have taken 
major steps to address their difficulties, including the move to a 
flexible exchange rate regime and a revised International Mone- 
tary Fund program linked to strong fiscal measures. And financial 
markets now seem to be better able to assess and differentiate 
among credit risks. 

Nevertheless, there are still significant risks and uncertainties 
facing the global economy. Capital flows back into emerging- 
market economies are tentative, awaiting full implementation of 
announced policies in a number of key countries. At the same 
time, there is a marked divergence in economic performance 
among the G-7 countries. The Japanese economy remains in deep 
recession, and the latest indicators for Europe point to a slow- 
down in the pace of activity. The U.S. economy, in sharp contrast, 
continues to flourish, outperforming most expectations. 

In Canada, the economy has regained momentum over the 
past six months, supported by the robust U.S. economy, accom- 
modative monetary conditions, and recovery from several tempo- 
rary production disruptions last summer. Over this period, core 
inflation has remained near the bottom of the Bank’s target range 
of 1 to 3 per cent, at levels slightly lower than expected. 


This report includes information received to 5 May 1999. 


Six months ago, 
the global financial 
environment was 
volatile and highly 
uncertain. 


Since then, the situation 
has improved... 


.. but the global econ- 
omy still faces significant 
risks and uncertainties. 


In Canada, the economy 
has regained momentum, 
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low. 
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keeping inflation inside 
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Bank’s target range... 


.. as slack in product 
markets and price cut- 
ting on telephone services 
and computer products 
continue to exert down- 
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The calmer international financial environment has enabled 
the Bank to refocus its attention on keeping inflation inside the 
target range and to completely unwind the 100-basis-point 
increase in short-term interest rates that was necessary last 
August to address investor nervousness. The reduction was 
accomplished in four steps of 25 basis points each between Sep- 
tember 1998 and March 1999. On 4 May, the Bank lowered short- 
term interest rates by an additional 25 basis points to support 
continued economic expansion and to keep the trend of inflation 
comfortably inside the target range next year. 

Currently, an important issue for the Bank is the uncertainty 
surrounding estimates of the economy’s capacity to produce 
goods and services. The large investments in technology in recent 
years, as well as various measures undertaken to improve product 
and labour markets, should have had a positive effect on the 
economy’s production capacity. However, it is difficult to assess 
the magnitude of this effect. The Report examines this issue in the 
context of the outlook for inflation. 


2. RECENT DEVELOPMENTS IN INFLATION 


Core inflation (CPI excluding food, energy, and the effect of 
changes in indirect taxes) has remained near the bottom of the 
Bank’s inflation-control target range over the past six months, at 
levels slightly lower than expected. 


Inflation and the target range 


The 12-month rate of increase in the core CPI was 1.2 per cent 
in March, unchanged from last September (Chart 1). Two other 
statistical measures of the trend rate of inflation (CPIX and 
CPIW)! are close to the level of core inflation (Chart 2). 

Several factors continue to put downward pressure on core 
inflation. Slack in product markets has been the principal influ- 
ence, together with modest increases in unit labour costs. In addi- 
tion, price cutting for long-distance telephone service and 
computer products has been particularly intense recently. This 
reflects technological change, deregulation in the telecommunications 
industry, and lower costs for imported computer components. The 
extent of this price cutting has been larger than anticipated. 


1. CPIX excludes the eight most volatile components from the CPI as well as 
the effect of indirect taxes on the remaining components. CPIW uses an addi- 
tional adjustment to each CPI basket weight that is inversely proportional to 
the component’s variability. For more details, see Technical Box 1 in the 
November 1997 Report. 


MON PATO PRAY RIO LAG BORE O RT 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


CPI excluding food, energy, 
and the effect of indirect taxes Target range 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


® Midpoint of the inflation-control target range 


At the same time, two factors offset the downward pressure 
on inflation. First, longer-term expectations of inflation close to 
the middle of the inflation-control target range helped to hold 
core inflation up. Second, the decline of about 10 per cent in the 
value of the Canadian dollar against the U.S. dollar from the 
autumn of 1997 to late 1998 resulted in higher import prices for 
most non-energy consumer goods and services over the past year. 
To date, however, these increases have had only a limited impact 
on consumer prices. This partly reflects the usual lags between 
changes in import prices and changes in consumer prices. In addi- 
tion, possibly because of the keen competition in the retail sector, 
the pass-through from higher import prices to consumer prices 
has been slightly less than expected. 


Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 
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The 12-month rate of increase in the total CPI was 1.0 per cent 
in March, compared with 0.7 per cent in September. Retail energy 
prices have stopped declining (on a year-over-year basis) since 
crude oil prices have begun to rise. 

The chain price index for GDP, a broad measure of the price 
level of goods and services produced in Canada, has edged down 
over the past year (Chart 3). This partly reflected the effect of fall- 
ing world prices for the commodities that Canada exports. The 
year-over-year increases in the chain price indexes for both con- 
sumer products and business fixed investment picked up a little 
in the second half of 1998 as a result of higher import costs from 
the depreciation of the Canadian dollar. 

Non-energy commodity prices continued to fall during the 
second half of 1998 (Chart 4), reflecting further weakness in glo- 
bal demand, primarily because of developments in Japan and in 
various emerging markets, as well as continued growth in supply. 
For example, larger-than-expected harvests contributed to lower 
grain prices, while increased supply led to a marked reduction in 
livestock prices. The excess-supply situation in metals markets 
(stemming from sharply reduced Asian and Russian demand) has 
been exacerbated by new mine capacity that has come on stream 
over the past two years. But, driven by strong U.S. demand and 
supply adjustments, prices for non-energy commodities have 
recovered somewhat since the end of 1998. 


Chart 3 
Chain Price Index for GDP and Core CPI 


Year-over-year percentage change 


Core CPI 


Chain price index for GDP 
(excluding inventories) 


1990 199] 1992 1993 1994 1995 1996 1997 1998 1999 


The inability of major oil producers to cut back oil production 
in the face of weak demand led to further marked decreases in 
crude oil prices through to the end of 1998. In March, however, oil 
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prices rebounded, following an agreement between OPEC and 
other producers to cap production. 


Chart 4 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars (except as noted) 


Non-energy 


\ 
Total index vis-a-vis 
G-7 currencies 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


The aggregate industrial product price index for the manufac- 
turing sector has increased modestly over the past year (Chart 5). 
Falling commodity prices resulted in declines in the prices of 
most manufactured intermediate goods. In contrast, the Canadian 
dollar prices of many exports of finished goods with longer-term 
contracts in U.S. dollars rose with the Canadian dollar’s deprecia- 
tion against the U.S. dollar. 


Chart 5 


Industrial Product Price Index 
Year-over-year percentage change 


Finished 


Intermediate 
goods 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 
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Factors at work on inflation 


Aggregate demand and supply 


The pace of economic activity in Canada picked up substan- 
tially in the fourth quarter of 1998 and early 1999 after being 
hampered by labour disruptions and international developments 
in mid-1998. Significant support came from stronger growth in 
the U.S. economy and from domestic monetary conditions that 
were generally accommodative over the last year. Together, these 
factors were enough to offset the drag from low commodity 
prices. In the second half of 1998, real GDP rose at an annual rate 
of about 3 per cent. Information to date suggests that it grew at a 
rate of about 4 per cent in the first quarter of 1999. 

In the second half of 1998 and in early 1999, export volumes 
expanded strongly. Growth in exports of motor vehicles and parts 
was especially robust. This reflected a very high degree of U.S. 
demand, efforts to replenish U.S. automotive stocks following 
labour disruptions at General Motors, new Canadian production 
capacity coming on stream, and the end of some difficulties in rail 
transport. Continued vigorous growth in U.S. demand and a 
favourable competitive position also led to marked gains in Can- 
ada’s exports of both lumber and machinery and equipment. 
However, exports of other commodities continued to fall as Asian 
demand remained weak, and unusually mild U.S. weather 
conditions in the fourth quarter curbed the demand for oil and 
natural gas. 


Chart 6 
Employment 


Year-over-year percentage change 


Full-time 


Non-self-employed 
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Chart 7 


Consumer Confidence Yeaaverseat 


1991 = 100 percentage change 

ee Index of 20 

120 consumer attitudes * 15 
(left scale) 


Purchase of 
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(right scale) z 
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* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer durables plus housing 


Household expenditures rose at a more moderate pace in the 
second half of 1998, reflecting reduced employment growth 
between the first and third quarters of the year (Chart 6) as well 
as turbulent international and domestic financial markets in the 
late summer and early autumn. Both factors contributed to declin- 
ing consumer confidence through the first three quarters of 1998 
(Chart 7). Towards the end of the year, however, consumer confi- 
dence turned around, owing to a surge in job creation (which con- 
tinued into early 1999), an associated reduction in unemployment 
despite higher labour force participation, and increased stability 
in financial markets. These factors have contributed to renewed 
growth in household spending in early 1999. 

Growth of spending on capital goods by businesses also eased 
considerably in the last half of 1998 from the strong rates experi- 
enced over the previous year and a half. This reduction was 
partly caused by a drop in business confidence in the autumn, 
arising from volatile financial markets and other adverse interna- 
tional developments. The substantial drop in commodity prices 
reduced incentives to expand capacity and decreased cash flows 
to finance exploration and expansion. The oil and gas sector was 
particularly hard hit as were other resource-based industries, and 
their capital spending declined considerably last year. 

Over the second half of 1998 (and therefore disregarding most 
of the swing associated with the GM strike), inventory investment 
continued to decline, with the decrease concentrated in several 
industries that manufacture durable goods. Part of the reduction 
in inventory accumulation may have resulted from unexpect- 
edly strong exports of manufactured goods to the United 
States. 
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Household expenditures 
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Continued slowing in domestic demand, particularly for 
import-intensive items such as machinery and equipment, 
restrained import growth over the final two quarters of 1998 rela- 
tive to that experienced in 1997. The improved competitiveness of 
Canadian producers contributed to some substitution of domestic 
production for imports. 

At 2.3 per cent of GDP, the current account deficit (in dollar 
terms) at the end of 1998 was essentially unchanged from a year 
earlier (Chart 8). In volume terms, the trade balance improved 
considerably. This was partly offset by a continuing decrease in the 
terms of trade as commodity prices fell further. Moreover, 
Canada’s investment income account deteriorated as net 
dividend payments rose considerably, and interest payments 
on foreign-currency debt increased. 


Chart 8 


Current Account 
Per cent of nominal GDP 


1990 1991 1992 1993 1994 1905 1996 1997 1998 


Overall, aggregate demand grew somewhat faster than the 
estimate of the economy’s capacity to produce in the second half 
of 1998. Consequently, Bank staff estimate that the output gap 
narrowed from about 1.75 per cent at mid-year to about 1.25 per 
cent at the end of the year (Chart 9). Estimates of the output gap 
continue to be highly imprecise, partly because of revisions as 
new data become available and partly because of restructuring, 
large investments in technology, and changes to the way the 
labour market functions, all of which should have improved the 
economy’s capacity to produce. 


2. At the time of the November Report, the output gap for mid-1998 had been 
estimated at about 1.5 per cent. Historical estimates of the output gap have 
been revised by Bank staff as a result of a general reassessment of the path 
of potential output. This included taking account of major changes to the 
national accounts estimates of real GDP. 
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Chart 9 
Gross Domestic Product in Constant Dollars 


Quarterly growth 


Estimated output gap* : 1 
(difference between actual output See 
and estimated potential output) 
| alll ealh allio ls 


Ny 


1990 1991 1992 1993 1994 1995 1996 1997 1998 


* The shading around the values of the estimated output gap shows (from darkest to lightest) confidence 
intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 


Cost control 


Wage gains were again moderate in the second half of 1998. — Wage increases were 
Annual wage settlements in the unionized private sector averaged = @gain moderate in the 
1.8 per cent, the same as in the first half of the year (Chart 10). second HBHCOP 1996 ia 
Wage settlements in the public sector were marginally lower, 
averaging 1.4 per cent in the second half of 1998. Data from Statis- 
tics Canada’s Labour Force Information suggest that the year-over- 
year increase in the average hourly wage (excluding overtime) for 
permanent workers was 1.9 per cent in the first quarter of 1999. 

Thus, the underlying wage increase in the total economy has 
remained close to 2 per cent. 

Current data indicate that labour productivity was largely  --. unit labour costs rose 
unchanged through 1998, which is surprising in light of the — o/y modestly. 
robust output growth. However, the continuation of moderate 
growth in labour income per person-hour meant that the year- 
over-year rise in unit labour costs also remained relatively modest 
(Chart 11).* 


3. Note, however, that recent data are subject to revision. This short-term 
development adds little to the current debate over what has been happening 
to the trend in productivity growth. 

4. Historical revisions to the national accounts data have resulted in upward 
revisions to the year-over-year growth of both labour income per person- 
hour and unit labour costs in 1997 and the first half of 1998, compared with 
information published in the last Report. 
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Chart 10 
Wage Settlements 


Effective annual increase in base wage rates for newly negotiated settlements 


Private sector 


Public sector Average hourly earnings 
of permanent workers 
(year-over-year percentage change)* 


1995 1996 
* Source: Labour Force Information 


Chart 11 
Unit Labour Costs and Labour Productivity 


Year-over-year percentage change 


Labour income per 
person-hour 


Output per 
person-hour 
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3. ACHIEVING THE INFLATION-CONTROL 
TARGETS 


Since last autumn, the Bank reduced the Bank Rate by 25 basis 
points on three occasions (18 November, 31 March, and 4 May). 
This brought the operating band for the overnight interest rate to 
41/4 - 43/4 per cent. The first two of these cuts (together with two 
earlier ones in September and October 1998) fully reversed the 
one-percentage-point increase prompted by the financial turbu- 
lence last August. The most recent cut was designed to support 
continued economic expansion and to keep the trend of inflation 
comfortably inside the Bank’s inflation-control target range next 
year. 

The decline in the Bank Rate and other short-term interest 
rates occurred in the context of a series of interest rate cuts by 
central banks in all major countries and an improved environment 
in financial markets, including those for assets denominated in 
Canadian dollars. Investors have become less anxious and, as a 
result, risk and liquidity premiums have declined from the unusu- 
ally high levels reached last autumn (Technical Box 1). In the 
Canadian money market, this is evident in the narrower yield 
spread between commercial paper and treasury bills (Chart 12). 


Chart 12 


Rates on 90-Day Commercial Paper, 
3-Month Treasury Bills, and the Bank Rate 
% Daily 


90-day 
commercial paper 


os 


Bank Rate* 


3-month 
treasury bill rate 
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1998 1999 
* As of February 1996, the Bank Rate has been the upper limit of the operating band for the overnight rate. 


Since the start of the year, both the Canadian and U.S. dollars 
have risen quite strongly against the newly introduced euro and 
other overseas currencies. This reflects the divergent economic 
developments between North America and the major overseas 
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Technical Box 1 
Credit Availability During and After the Financial Crisis 


In the autumn of 1998, the turbulence afflicting international financial mar- 
kets raised questions about the health of financial institutions worldwide and the 
liquidity of a broad range of securities. The difficulties of the large hedge fund 
“Long-Term Capital Management” brought such concerns to a head. Nervous 
investors turned towards the most liquid U.S. and European government securi- 
ties as a safe shelter for their funds. Consequently, yield spreads between private 
and government sector debt widened sharply, and corporate financing costs 
increased. At the same time, banks and other lenders, particularly in the United 
States, became more selective in their loan allocations. As a result, worries were 
expressed about a possible credit shortage in North American markets. 

In Canada, at the height of the crisis, credit market pressures were felt prima- 
rily in financing costs, and relatively few borrowers were denied credit. Nonethe- 
less, the market became less receptive to certain issuers. In September and 
October, when uncertainty peaked, there was a sharp decline in issues of com- 
mercial paper and a marked slowdown in share issues. Bank lending also 
slowed, so that growth in total business credit stalled briefly. 

Since the autumn, interest rate cuts by the major central banks have helped 
to calm financial markets. In the improved environment, credit market condi- 
tions have eased, and the growth of credit to the business sector has gradually 
recovered. For example, in Canada, over the three months ending in March, such 
credit increased at an annual rate of 5.9 per cent. In the bond market, corporate / 
federal government yield spreads have returned to their long-run average. (They 
appear high only when viewed against the exceptionally low levels of the previ- 
ous two years.) 

Any negative effects on Canadian economic activity from the reduced supply 
of credit would have been confined to the third and fourth quarters of 1998. 
Credit availability does not appear to be a material economic risk in the first half 
of 1999. 


Changes in Outstanding Yield Differential on Long-Term 
Business Credit in Canada Corporate and Government Bonds 
($ billions, annual rate) % 


1.6 


1.4 


10 10-year average 
0.8 
0.6 
0.4 
0.2 
1996 1997 1998 1999 1996 1997 1998 1999 
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countries. With the bilateral Canada/U.S. exchange rate also 
stronger, the Bank’s C-6 trade-weighted index for the Canadian 
dollar has risen (Chart 13). 


Chart 13 


Canadian Dollar Exchange Rate 
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Canadian bond yields, after spiking at the time of the Russian 
crisis last August, have fallen to levels that are very low histori- 
cally (Chart 14). In the United States, however, Treasury bond 
yields have risen from the lows reached last autumn. This reflects 
two important factors: first, the reversal of capital inflows from 
investors seeking the safe haven of U.S. government securities; 
and second, the unexpected strength of the U.S. economy in the 
fourth quarter of 1998 and the first quarter of 1999. Despite the 
recent increase in yields, U.S. interest rates at all maturities are 
still below those of a year ago. Partly as a result of this develop- 
ment, U.S. equity prices have shown renewed vigour and have 
reached new record highs. 


5. With the advent of the euro, the Bank has replaced its G-10 index with the 
C-6 trade-weighted currency index. The six foreign currencies in the new 
index are the U.S. dollar, the euro, the yen, the U.K. pound, the Swedish 
krona, and the Swiss franc. The C-5 index excludes the U.S. dollar. A technical 
note in the winter 1998-1999 issue of the Bank of Canada Review provides more 
detail. 
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Chart 14 


Yields on Long-Term Federal Government Bonds 
Daily 
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Chart 15 


Term Structure of Interest Rates (Canada minus United States) 
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Canada/U.S. bond differentials have declined markedly over 
the most recent period. Negative differentials have been re-estab- 
lished as last summer’s sharp increase in risk premiums has 
unwound (Chart 15). The sustained low inflation rate in Canada 
has underpinned the decline in yield spreads. Money market 
interest rates have also fallen to levels below those in the United 
States. 
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As anticipated in the November 1998 Report, the monetary 
conditions index (MCI) has continued to be volatile (Chart 16), 
primarily because of fluctuations in the trade-weighted exchange 
value of the Canadian dollar. For the most part, the MCI has 
ranged between -8 and -7, as currency appreciation and interest 
rate declines worked in opposite directions. With the strengthen- 
ing trend in the dollar, the index has recently risen to close to 
the -6 mark. 


Chart 16 


Monetary Conditions Index 
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and Europe. 
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4. [HE OUTLOOK FOR INFLATION 


The Bank analyzes the outlook for inflation over the coming 
two years by focusing on the principal factors that influence 
aggregate excess supply or demand, both current and projected. It 
also examines measures of inflation expectations and the pace of 
monetary expansion. The Bank is well aware of the uncertainty 
involved in any projection. For this reason, it looks at alternative 
scenarios that assess risks to the assumptions underlying the out- 
look and at a range of projections by other organizations. 


International background 


The situation in emerging-market economies, while still frag- 
ile, has improved over the past six months. This has been most 
evident in Southeast Asia, where there have been signs of signifi- 
cant progress towards economic stabilization. In Brazil, the finan- 
cial situation worsened towards the end of 1998, owing to 
growing investor concern about its budget and current account 
deficits. More recently, circumstances there have improved con- 
siderably as a result of tight fiscal policy and a new IMF program 
approved in March. Other Latin American countries have been 
affected by the Brazilian situation, and growth prospects for this 
region in 1999 have consequently been revised downwards. 

The emerging-market economies as a group have been making 
progress in addressing their problems through appropriate 
domestic policies, and this has contributed to a calmer climate in 
international financial markets. This is apparent in risk premiums 
in interest rates, which rose sharply last autumn and have since 
declined. They remain relatively high, however, and the situation 
in some of these countries is still a source of anxiety for investors. 
The IMF expects that the improvement in financial markets will 
lead to an increase in net private capital flows to emerging mar- 
kets in 1999 (Technical Box 2). 

The global economic environment is still uncertain, however. 
A key risk revolves around the very divergent economic perform- 
ances of the major industrial countries. The Japanese economy 
remains in recession, and the major European economies have 
been weakening. In striking contrast, the U.S. economy has shown 
surprising strength. 

The Japanese economy contracted substantially throughout 
1998 and is expected to remain in recession through most of 1999, 
despite additional fiscal and monetary stimulus. Even though an 
appreciation of the yen relative to the U.S. dollar since last 
August and a rise in long-term interest rates more recently will 
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Technical Box 2 
Capital Flows to Emerging Markets 


Between the periods 1984-89 and 1990-96, net private capital flows to emerg- 
ing markets increased more than tenfold as rapid economic growth and possibil- 
ities for diversification across financial markets attracted investors to these 
markets. Many large capital projects, however, lacked a sound economic basis. In 
addition, official exchange rate commitments and other implicit government 
guarantees, as well as the prospect of emergency assistance from international 
agencies such as the International Monetary Fund (IMF), reduced the incentives 
for investors to assess risks appropriately. The financial crisis in Asia resulted in a 
massive reversal of capital flows. In contrast to 1996, when emerging markets in 
Asia attracted net private capital of over US$100 billion, in 1998 outflows 
amounted to almost US$50 billion. 

Some countries are still experiencing serious difficulties raising capital. But 
bond yields in secondary markets show that investors are differentiating among 
countries. For example, in Latin America the largest increases in bond yields 
have been in Brazil and Venezuela, while interest rates in Argentina and Mexico 
have been relatively stable. The South Korean debt market has been volatile, but 
bond yields are now much lower than before the devaluation of the rouble. 

In 1999, countries that are reasonable credit risks should be able to access 
international capital markets. Foreign capital has been available to certain 
emerging-market countries (e.g., Mexico, Argentina, South Korea, and the Philip- 
pines have successfully issued external debt recently), albeit at higher interest 
rate spreads against U.S. government securities than a year ago. 

The IMF predicts that net private capital inflows to all emerging markets will 
increase in 1999 but will remain well below their 1990-96 average because of con- 
tinuing heavy capital outflows from Asia. 


Net Private Capital Flows to Emerging Markets 
(US$ billions) 


1984-89 | 1990-96 
Average | Average 
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act to restrain aggregate demand somewhat, a modest recovery is 
possible next year, particularly if progress continues on banking 
sector reform. 

The pace of recovery in the major European countries, particu- 
larly Germany and the United Kingdom, has slowed markedly 
since mid-1998. Forecasts of growth in the euro area for 1999 have 
been revised to below potential, reflecting weaker prospects both 
for exports to emerging markets and for spending by businesses, 
which have become more pessimistic. In light of low current and 
projected inflation, the European Central Bank cut interest rates 
by 50 basis points in early April. This action should provide some 
support for the euro area over the coming year. 

In spite of the rapid pace of economic expansion in the United 
States, where the level of output exceeds most estimates of poten- 
tial capacity, there has been no sign of intensifying inflationary 
pressures. The Federal Reserve lowered short-term interest rates 
between September and mid-November in reaction to tightening 
domestic credit conditions and to concerns over the implications 
of the global situation for the U.S. economy. However, after the 
surprising sharp expansion of final sales in the fourth quarter of 
last year and the first quarter of this year, most analysts have 
raised their forecasts for 1999. The rate of increase in real GDP, 
although it should remain fairly robust, is still expected to slow as 
spending on housing, consumer durables, and producers’ equip- 
ment moderates to bring holdings of these assets more in line 
with underlying trends in income and output. Exports also fell 
back in the first quarter after very strong growth in the fourth 
quarter of 1998. 

U.S. core inflation (which excludes food and energy prices) 
has been contained between 2 and 2.5 per cent. It is not expected 
to change significantly during 1999, since the past appreciation of 
the U.S. dollar and past declines in commodity prices should off- 
set any upward pressures from excess demand in labour and 
product markets. 

On balance, world commodity prices are expected to edge up 
during 1999, as excess global supplies gradually diminish. 


Aggregate demand and supply in Canada 


The anticipated U.S. slowdown and sluggish growth overseas 
will tend to limit the potential for growth in Canadian exports in 
1999. In addition, Canadian shipments of commodities from high- 
cost sites may be cut back further until commodity prices recover 
significantly. Nonetheless, total export volumes should continue 
to register solid gains because of Canada’s improved competitiveness. 
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This improved competitive position should also prompt Cana- 
dian businesses and consumers to substitute domestic products 
for their foreign counterparts. This, combined with the small pro- 
jected increase in spending on import-intensive components of 
domestic demand, should cause import growth to decline. 

Indeed, in the past, persistent movements in the real exchange 
rate have generally led to considerable change in real net exports, 
though with variable lags. Thus, the substantial depreciation of 
the Canadian dollar against the U.S. dollar since late 1997, com- 
bined with Canada’s good price and cost performance relative to 
its trading partners, augurs well for significant gains in real net 
exports in 1999 (Technical Box 3). 

Business investment is expected to grow modestly during 
1999. The latest survey of investment intentions, conducted by 
Statistics Canada in late 1998 and early 1999, calls for a small 
decline in business investment this year. Oil and gas firms, 
pressed by a sharp reduction in cash flow caused by the down- 
turn in energy prices, were planning further cuts in capital spend- 
ing. Initial investment intentions, however, are often substantially 
revised later in the year. This could quite likely happen this year, 
given that the survey was begun in October when global financial 
markets were still very turbulent. As well, recent measures of 
business confidence have rebounded strongly. There is also some 
question about the impact of measures to resolve the year-2000 
problem. Firms are likely to have undertaken most of their 
planned investment in computerized machinery and equipment in 
the first half of this year. 

Early in 1999, growth in household spending showed signs of 
recovery from its sluggish year-end pace. This is expected to con- 
tinue, given gains in employment, further improvement in con- 
sumer confidence, and lower income tax rates by mid-year. These 
effects may be tempered, however, by efforts to rebuild savings. 
Domestic demand should also be boosted this year by the provi- 
sions of the February 1999 federal budget, which suggest a 
marked pickup in health-related government spending. 

Overall, in this period of relative uncertainty, any forecasts of 
economic growth have been subject to significant and frequent 
revision. Recently, most forecasters have upgraded their outlook 
for Canadian economic growth in 1999 in reaction to the momen- 
tum in the U.S. economy, rising domestic full-time employment, 
and a calmer international financial climate. The latest consensus 
among private sector forecasters for the growth of real GDP (on 
an annual average basis) is 2.8 per cent in 1999. The Bank, for 


23 


Import growth should 


slow. 


Business investment is 


expected to moderate... 


. while household 
spending should continu 


to recover 


BA NiKe (OUR  CrA NAC DIA 


Technical Box 3 
Real Net Exports and Growth 


The real trade balance (the difference between the volumes of exports and 
imports) evolves in response to two main factors: differences in the cyclical posi- 
tions of trading partners and changes in cost or price competitiveness (i.e., the 
real exchange rate). In 1998, as through much of the 1990s, a higher rate of eco- 
nomic activity in the United States than in Canada stimulated real net exports to 
the United States. In contrast, stronger growth in Canada than in East Asia has 
contributed to a sharp increase in real net imports from this region since 1997. 

Trade flows respond fairly quickly to changes in economic activity. However, 
the speed of their response to changes in the real exchange rate depends on how 
long firms expect these changes to last. Changes in the value of the Canadian 
dollar that are expected to persist encourage firms to incur the costs necessary to 
create or adapt products, increase capacity, and develop new markets in the hope 
of profitably expanding exports or displacing imports. Since 1971, considerable 
changes in real net exports have followed broad movements in the real trade- 
weighted exchange rate,! although the length of the lags and the size of the over- 
all response have varied. Thus, the decline in the Canadian dollar over the past 
18 months in response to weakness in world commodity prices, together with 
expectations that this movement is unlikely to reverse completely for some time, 
bodes well for significant gains in real net exports in 1999. 

The rate of capacity utilization in the tradables sector could, in principle, 
affect the speed of the response to changes in the real exchange rate. New capac- 
ity has recently been coming on stream in the manufacturing sector, especially in 
the automotive industry, accompanied by substantial gains in employment. 
Thus, there appears to be room for a continuing expansion in production and net 
exports. 


Real Net Exports and the Real Exchange Rate 


1992 = 100 U.S. cents 


me Real net exports as a percentage 


of GDP (3-quarter centred 
moving average — right scale) 


130 


Index of the real exchange rate 
(6-quarter moving average — left scale) 


1974 1978 1982 1986 1990 1994 1998 


e / e Actual 1998Q4 levels for real net exports as a percentage of GDP 
and for the index of the real exchange rate 


1. A weighted average of the GDP deflators in the G-7 countries (excluding Canada) rela- 
tive to the GDP deflator in Canada, all expressed in the same currency. A rise in the index 
of the real exchange rate indicates an improvement in Canadian price competitiveness. 
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similar reasons, has also raised its projection by one-half of a 
percentage point to a range of 2 3/4 to 33/4 per cent.° The strength 
of this projection, relative to the consensus outlook, depends pri- 
marily on a stronger response of net exports (i.e., higher exports 
and lower imports) to current levels of competitiveness than is 
incorporated in most private sector forecasts. In 2000, the Bank 
expects the economy to expand at a similar pace to that of 1999, 
whereas, the latest consensus forecast calls for growth of only 
2.3 per cent: 

In the Bank’s projection, increases in aggregate demand would 
imply that the margin of unused capacity (estimated by the Bank 
using its traditional techniques) would be absorbed over the next 
four to six quarters. However, because of the uncertainties sur- 
rounding these current estimates (Technical Box 4), the Bank will 
need to place increasing weight on a number of other indicators 
of pressures on production capacity and inflation. 


Temporary factors affecting inflation 


Variations in the value of the Canadian dollar affect consumer 
prices with lags that depend partly upon market conditions. Thus, 
past exchange rate movements are expected to continue to put 
some upward pressure on consumer prices this year. At the same 
time, the exceptional rate of price declines for long-distance tele- 
phone service and computer products should soon slow. These 
developments should result in slight upward pressure on core 
inflation through 1999. 

The most recent marked gains in crude oil prices are also 
expected to put upward pressure on the total CPI in coming 
months. 


Cost control 


Wage increases are likely to be moderate through 1999, owing 
to both low price inflation and continued excess supply in the 
labour market. Since productivity gains are expected to pick up 
somewhat, the rate of increase in unit labour costs should be quite 
low. 


6. Last November, the private sector consensus forecast for real growth in 
1999 was 2.2 per cent, while the Bank projected a range of 2'/4 to 3'/4 per 
cent. 
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Technical Box 4 
Uncertainty in Estimating the Output Gap: Implications for Monetary Policy 


The output gap—the difference between the observed level of demand and 
the economy’s potential to produce—has an important influence on inflation. 
When using the output gap to predict future inflation, however, two problems 
must be kept in mind: first, potential output cannot be measured directly and, 
second, assessing the effects of various influences on its evolution is correspond- 
ingly difficult. 

Potential output is the level of goods and services that can be produced with- 
out adding to inflation pressures. It is not directly observable. Movements in its 
level can be inferred, however, from the movements of certain variables that are 
directly observable, such as labour force participation rates, labour productivity, 
and inflation. Because this inference is imprecise, estimates of potential output 
are subject to regular review as additional data become available, or as existing 
data are revised. For example, the lower-than-expected labour force participation 
rate in recent years suggests that past estimates of potential output and, hence, 
the level of excess supply, may have been overstated. Statistics Canada’s recent 
revisions to its estimates of gross domestic product could also be interpreted as 
suggesting somewhat lower levels of excess supply. 

Canada’s recent inflation performance, however, does not support these 
interpretations. This raises the possibility that potential output may be larger 
than had been estimated. Factors that may have affected the estimates include 
the sustained period of low inflation; the large investments in technology and in 
machinery and equipment; and various policy measures that increased flexibility 
in product and labour markets (such as reforms to employment insurance, the 
end to large increases in overall payroll taxes, and deregulation of markets). With 
these changes, the economy appears to be better able to sustain higher levels of 
employment without increased inflation or rising inflation expectations. While 
these factors are probably increasing the level of potential output—our estimate 
has been adjusted slightly—the timing and magnitude of the increases are diffi- 
cult to gauge. 

Because of such uncertainties, point estimates of the level of potential output 
and of the output gap should be viewed cautiously. This has particular signifi- 
cance when the output gap is believed to be narrow and when inflation expecta- 
tions are adequately anchored. In this situation, to keep inflation in the target 
range, policy-makers may have more success by placing greater weight on the 
economy’s inflation performance relative to expectations and less on the point 
estimate of the output gap. If excess supply is thought to be diminishing, but 
underlying inflation remains low relative to the target and to expectations, pol- 
icy-makers may not need to react as quickly as in the past to surprise increases in 
aggregate demand. In addition, all useful indicators of pressures on capacity and 
on inflation should be monitored to see if potential output is higher than antici- 
pated. These would include prices, costs, monetary aggregates, and credit aggre- 
gates, as well as information on bottlenecks affecting supply. 
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Measures of inflation expectations 


Expectations of inflation are influenced both by recent devel- 
opments in inflation and by the credibility of the Bank’s inflation- 
control strategy. In the regular survey reported in the Conference 
Board’s spring Index of Business Confidence, 92 per cent of respond- 
ents expected inflation to be 2 per cent or less over the near term 
(Chart 17). Over the last two years, an increasing percentage of 
respondents have been looking for inflation of 1 per cent or less. 
The average private sector forecast for CPI inflation, as reported 
by Consensus Economics Inc., is 1.1 per cent in 1999 and 1.6 per 
cent in 2000. Forecasts of long-term inflation are at the midpoint 
of the inflation-control target range (Chart 18). 


Chart 17 


Percentage Distribution of Expected Price Increases 
Over the Next Six Months 
Quarterly 


4 per cent 
and less 


3 per cent 2 per cent and less 


and less 


1 per cent and less 


fT Trl M 
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 
Source: Conference Board of Canada, /ndex of Business Confidence 


The yield differential between conventional long-term govern- 
ment bonds and Real Return Bonds has been declining for four 
years and recently hit a record low of 1 per cent (Chart 18). This 
indicates a high level of confidence among long-term investors 
that inflation will remain low.’ 


7. The yield differential between conventional long-term government bonds 
and Real Return Bonds should not be taken as a precise estimate of the 
expected rate of inflation because it is also affected by differences in second- 
ary market liquidity and by shifting portfolio needs and investor preferences. 
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Chart 18 


CPI Inflation Forecasts 6 to 10 Years Ahead 
and 30-Year Bond Yields 
Monthly 


Conventional bonds 


Real Return Bonds 


Bond yield differential* Inflation forecast 
(semi-annual) ** 


1995 1996 1997 1998 


* The differential is calculated using the compound interest formula. 
** Source: Consensus Economics Inc. 


Monetary indicators 


Narrow money growth slowed in the fourth quarter of 1998 
(Chart 19).® This resulted partly from the higher interest rates on 
other assets, which would have attracted funds from transactions- 
type balances. Also, with the increased aversion to risk in credit 
markets last autumn, credit extended to businesses slowed. Some 
firms, facing a reduced supply of credit, may have been obliged to 
run down existing stocks of cash balances to finance their outlays. 
As interest rates settled down and conditions in the financial sec- 
tor stabilized, the growth of both business credit and M1 picked 
up in the first quarter of 1999. 

On the basis of historical relationships, the recent rates of 
increase in M1 imply a growth rate of economic activity in the 
first half of 1999 of about 3 1/2 per cent. 

The Bank’s preferred measure of broad money, or holdings of 
liquid assets, is M2++.? This very inclusive aggregate internalizes 
movements between deposits and mutual funds. These move- 
ments, which have been substantial over the past few years, have 
made the previous measures of broad money more difficult to 


8. A technical note in the spring issue of the Bank of Canada Review describes 
new measures of transactions balances, M1+ and M1++. Recent changes in 
these aggregates parallel those in M1. In the same issue of the Review, Joseph 
Atta-Mensah and Loretta Nott discuss developments in the monetary aggre- 
gates more thoroughly. 


9. This series is now regularly published in the Bank of Canada Review. 
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Chart 19 


Real GDP Growth and Growth of Real Gross M1 


Annual rates 


Real gross M1* 
(left scale) 


Real GDP 
(quarter/quarter) 
(right scale) 


1990 1991 1992 1993 1994 1995, 1996 1997 1998 1999 


* Two-quarter moving average of growth in gross M1 (deflated by the consumer price index), 
one quarter earlier 


interpret. In particular, the huge shift from deposits into equity 
and bond mutual funds causes aggregates such as M2 and M2+ to 
understate the expansion of holdings of liquid assets. M2++ con- 
tinues to grow at a rate between 7 and 8 per cent—a rate that has 
been maintained for several years (Chart 20). This is consistent 
with inflation remaining low in 1999. 


Chart 20 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 


M2++** 
(left scale) 


a Core CPI 
OO) (right scale) 


Adjusted M2+* 
(left scale) 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


* Adjusted M2+ adds CSBs and mutual funds at financial institutions to M2+. 
** M2++ adds CSBs and all mutual funds to M2+. 


29 


Core inflation is expected 
to increase over the next 
18 months ... 


. but remain in the 
lower half of the target 


range. 
< 


BaAN Ke BOGUS Ge ARN ASDiA 


Inflation projection 


Although inflation has been slightly lower than the Bank pro- 
jected last November, over the next 18 months three factors are 
expected to continue to contribute to an increase in core inflation. 
First, temporary factors that have recently contributed to keeping 
core inflation low are expected to abate. In particular, the rapid 
decline in long-distance telephone rates and computer prices 
experienced over the past year is expected to slow. Second, the 
pass-through of the past depreciation of the Canadian dollar 
against the U.S. dollar will tend to raise prices, thus adding tem- 
porarily to the measure of inflation. And third, as activity in the 
economy approaches production capacity, inflation should move 
towards longer-term expectations. 

Nevertheless, the increase in core inflation is expected to 
occur only gradually for several reasons: slack in product and 
labour markets will be taken up slowly; increases in unit labour 
costs should remain low; expectations for inflation are slightly 
below 2 per cent; and competition may remain intense in many 
markets. 

In summary, on the basis of a growth rate of GDP in the mid- 
dle of the range of 23/4 to 33/4 per cent and assuming that the 
Bank’s estimates of the output gap are broadly correct, core infla- 
tion should rise gradually over the course of the next 18 months 
but remain in the lower half of the target range. 
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5. CONCLUSIONS 


During the past six months, the outlook for the world econ- 
omy and for Canada has become more positive. The turbulence 
that characterized international markets last autumn has sub- 
sided, investor confidence is being restored, and the U.S. economy 
has been remarkably robust. 

Hence, most projections for the Canadian economy have been 
revised upwards. The Bank is now looking for a rate of economic 
expansion between 23/4 and 33/4 per cent in 1999 and a similar 
pace in 2000. This projection implies that the estimated margin of 
unused capacity would be absorbed during this period, with 
growth at the upper end of the range moving the economy 
towards its production capacity at a faster rate. 

Based on this projection, the Bank anticipates that core infla- 
tion in Canada will gradually move up over the next year and a 
half, but remain in the lower half of the Bank’s inflation-control 
target range. 

The risks to this outlook for the economy and inflation appear 
to be balanced. The conditional nature of the projection must still 
be stressed, however, since significant uncertainties remain. A 
leading risk to the world economic outlook revolves around the 
divergent economic performances of the major industrial countries. 

On the domestic side, there is the uncertainty regarding esti- 
mates of the capacity of the Canadian economy to produce goods 
and services and thus of the margin of unused capacity. This 
means that the Bank must place increasing weight on a range of 
indicators to assess the degree of pressure on the economy’s pro- 
duction capacity. These indicators would include inflation relative 
to expectations, the growth of money and credit, wage settle- 
ments, evidence of supply bottlenecks, and information provided 
by the Bank’s regional representatives. 
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MONETARY POLICY IREPORT 


hen the November Monetary 

Policy Report was published, 

the global economic and fi- 

nancial climate was extremely volatile 

and uncertain because of the problems 

in Asia and the fallout from the Rus- 

sian debt moratorium. Since then, cir- 
cumstances have improved. 

Interest rate cuts by central banks 
in all major countries have helped re- 
store investor confidence. Financial 
markets have steadied in Southeast 
Asia, and prospects are good for a 
gradual recovery there. In Brazil, the 
authorities have taken major steps to 
address their difficulties. Overall, glo- 
bal financial markets now seem better 
able to assess risk. 

Nevertheless, the world economy 
still faces significant uncertainties. 
Capital flows back into emerging 
markets are tentative, economic 
indicators for Europe point to a slow- 
down in activity, and the Japanese 
economy is still in recession. In sharp 
contrast, the U.S. economy continues 
to thrive. 

In Canada, the economy regained 
momentum over the past six months, 
and inflation has remained near the 
bottom of the Bank’s 1 to 3 per cent 
inflation-control target range, at levels 
slightly lower than expected. 
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Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes 
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Target range 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


® Midpoint of the inflation-control target range 


Highlights 


e Global economic and financial 
circumstances have improved since 
last autumn. 


Nevertheless, the world economy still 
faces significant uncertainties. 


¢ The Canadian economy has regained 
momentum. 


¢ The risks to the outlook for Canada 
appear to be balanced. 


¢ Trend inflation should increase 
somewhat but remain in the lower half 
of the Bank’s inflation-control target 
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Economic and financial 
developments 


Driven by buoyant U.S. demand, 
the pace of economic activity in Cana- 
da picked up substantially in the 
fourth quarter of 1998 and in early 
1999. This activity was accompanied 
by robust gains in full-time employ- 
ment. Aided by the remarkable 
strength of the U.S. economy, easing 
global financial strains, generally ac- 
commodative monetary conditions, 
and a rebound from the labour disrup- 
tions of mid-1998, real GDP rose by 
4.6 per cent in the fourth quarter and is 
estimated to have risen by about 4 per 
cent in the first quarter of 1999. 

Core inflation (the CPI excluding 
food, energy, and the effect of indirect 
taxes) was 1.2 per cent in March, on 
a year-over-year basis—unchanged 
from last September. 

The healthier global financial 
climate has allowed the Bank to 
refocus its attention on the objective of 
keeping inflation inside its target 
range. Since the last Monetary Policy 
Report, the Bank reduced the Bank Rate 
by 25 basis points on three occasions 


Employment 
Year-over-year percentage change 


Full-time 


Non-self-employed 


(18 November, 31 March, and 4 May). 
This brought the Bank’s target over- 
night lending rate to 41/2 per cent. 
The first two cuts (together with 
reductions in September and 
October 1998) fully unwound the 
one-percentage-point increase in the 
Bank Rate that was required last 
August to address investor nervous- 
ness. The most recent cut was 
designed to support continued 
economic expansion and keep the 
trend of inflation comfortably inside 
the Bank’s inflation-control target 
range next year. 


Since the beginning of 1999, the 
Canada/U.S. exchange rate has 
strengthened, and both currencies 


Rates on 90-Day Commercial Paper, 


3-Month Treasury Bills, and the Bank Rate : 
Daily / euro and other overseas currencies. 


have risen markedly against the new 


90-day 
commercial 
paper rate 


As well, Canadian bond yields, 
after spiking during the Russian crisis 
last August, have fallen to levels that 
are very low historically, and negative 
differentials between Canadian and 
U.S. bonds have been re-established, 
reflecting Canada’s good inflation per- 
formance. Money market interest rates 
have also declined to levels below 
those in the United States. 


Bank Rate* 


3-month 
treasury bill rate 
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* As of February 1996, the Bank Rate has been the upper limit of the operating 
band for the overnight rate: 
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The outlook for inflation 


The global outlook has brightened 
over the last six months as more 
favourable circumstances in 
emerging-market economies have 
helped calm financial markets. 

Many emerging-market 
mies, particularly those in Southeast 
Asia, have made significant progress 
towards economic stabilization and 
are showing signs of recovery. 
Although prospects for growth in 
Latin America have been revised 
downwards following Brazil’s 
setbacks, the situation there has 
improved as a result of tighter fiscal 
policy and the approval of a new IMF 
program. 


econo- 


However, significant uncertainties 
still face the global economy. 

The Japanese economy remains in 
a slump. With further progress on 
banking reform and with supportive 
fiscal and monetary policies, a gradual 
recovery could begin next year. 

Economic activity has slowed in 
the major European countries, particu- 
larly in Germany, and forecasts for 
growth in 1999 have been lowered. Re- 
cent interest rate cuts by the European 
Central Bank should help bolster the 
euro area over the coming year. 

The most positive external factor is 
still the U.S. economy, which contin- 
ues to withstand the global slowdown 
and to outperform expectations with 
continued strong growth, very low un- 
employment, and seemingly dormant 
inflation. While the rate of increase in 
output should remain fairly robust, it 
is expected to ease as spending on 
consumer durables, housing, and 
producers’ equipment moderates. U.S. 
inflation is not expected to change 
significantly in 1999. 


% Yields on treasury bills and government bonds 
0.8 


0.6 


26 August 1998 


0.2 21 October 1998 


5 May 1999 


3mo.6mo.12mo. 2yr. 3yr. Syr. Tyr. 
Months or years to maturity 


World commodity prices are also 
expected to edge up during 1999, as 
excess global supplies gradually 
diminish. 

In reaction to the remarkable 
strength of the U.S. economy, the 
calmer financial outlook, and solid 
gains in domestic full-time employ- 
ment, most forecasters have recently 
upgraded their projections for Cana- 
da’s growth in 1999. The latest private 
sector consensus is for growth of 
2.8 per cent. The Bank has also raised 
its forecast to a range of 27/4 to 
33/4 per cent. Projections at the upper 
end of this range depend on a stronger 
response from net exports to the cur- 
rent levels of competitiveness than is 
assumed in most private sector fore- 
casts. The Bank expects the economy 
to expand at a similar pace in 2000, 
while the consensus is for growth of 
only 2.3 per cent. 

The Bank’s projection implies in- 
creases in aggregate demand _ that 
would absorb the estimated margin of 
unused capacity in the economy over 
the next four to six quarters. However, 
because of the uncertainty surround- 
ing any estimates of unused capacity 
(see Technical Box 4 in the full Report), 


Term Structure of Interest Rates (Canada minus United States) 


10yr. 30yr. 
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the Bank will need to place increasing 
weight on a number of other indicators 
of pressures on production capacity 
and on inflation. 


Consistent with this projection, 
core inflation would be expected to 
rise gradually over the next 18 months 
but to remain in the lower half of the 
target range. 


Conclusions 


The risks to the Bank’s outlook for 
the economy and inflation appear to be 
balanced. The conditional nature of 
the projection must be stressed, how- 
ever, since the economic climate is still 
uncertain. One of the main risks to the 
world economic outlook revolves 


around the divergent economic per- 
formances of the major industrial 
countries. 


On the domestic side, there is the 
uncertainty regarding estimates of the 
economy’s capacity to produce goods 
and services and thus of the margin of 
unused capacity. This means that the 
Bank must place increasing weight on 
a range of indicators to assess the de- 
gree of pressure on the economy’s pro- 
duction capacity. These indicators 
would include inflation relative to ex- 
pectations, the growth of money and 
credit, wage settlements, evidence of 
supply bottlenecks, and information 
provided by the Bank’s regional repre- 
sentatives. 


The Bank of Canada’s Monetary Policy Report is published semi-annually. Copies of the full Report and of 


the Summary may be obtained by contacting: Publications Distribution, Communications Ser. ices, Bank of 
Canada, Ottawa, Ontario, Canada K1A OGY. 
Telephone: (613) 782-8248; e-mail: publications@bank-banque-canada.ca 
or visit our Web site: http: // www.bank-banque-canada.ca ¢ 


ieee 
PA) 72 
- MSL 


BF Ge Te ED 


ie eh A A Pubie@fions 


1. APPORT SUR LA POLITIQUE MONETAIRE 


u moment de la publication du 
Rapport sur la politique monétaire 


de novembre 1998, le climat 
économique et financier international 


était extrémement agité et incertain en 
raison de la crise qui sévissait en Asie et 
des retombées du moratoire imposé par 
la Russie sur le remboursement de sa 
dette. Depuis, la situation s’est améliorée. 

Les réductions de taux d’intérét 
opérées par les banques centrales de 
tous les grands pays ont contribué a res- 
taurer la confiance des investisseurs. En 
Asie du Sud-Est, les marchés financiers 
se sont stabilisés, et les perspectives 
d’une reprise graduelle sont bonnes. Au 
Brésil, les autorités ont adopté d’impor- 
tantes mesures en vue de régler leurs 
difficultés. Dans l’ensemble, les mar- 
chés financiers internationaux semblent 
étre mieux 4 méme d’évaluer le risque. 

Néanmoins, une grande incertitude 
continue de planer sur les perspectives 
de l'économie mondiale. Les investis- 
seurs sont plutdt hésitants a réinjecter 
des capitaux dans les économies a 
marché émergent, les indicateurs €cono- 
miques laissent entrevoir un ralentisse- 
ment de l’activité en Europe, et le Japon 
est toujours en récession. A Voppo- 
sé, ‘économie américaine continue de 
prospérer. 

Au Canada, l’économie a connu un 
regain de vigueur au cours des six der- 
niers mois; l’inflation est demeurée pres 
de la limite inférieure de la fourchette de 
143 % visée par la Banque, a des niveaux 
un peu plus bas que prévu. 
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Indice des prix 4 la consommation 
Taux de variation sur douze mois 


IPC global IPC hors alimentation, 


énergie et effet des 
impéts indirects 
Fourchette cible 
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Faits saillants 


La conjoncture économique et 
financiére internationale s’est 
améliorée depuis l’automne dernier. 


¢ Néanmoins, une grande incertitude 
continue de planer sur les perspectives 
de l'économie mondiale. 


Au Canada, l’économie a connu un 
regain de vigueur. 


¢ Au pays, les probabilités d’une 
évolution de l’économie plus favorable 
ou moins favorable que prevu 
semblent s’équilibrer. 


¢ L’/inflation tendancielle devrait 
augmenter légerement, mais demeurer 
dans la moitié inférieure de la 
fourchette de maitrise de l’inflation 
visée par la Banque. 
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L’évolution économique et 
financieére 


Sous l’impulsion de la demande 
vigoureuse aux Etats-Unis, le rythme 
d’expansion de l’activité économique 
s’est accéléré considérablement au Canada 
durant le quatriéme trimestre de 1998 et 
au début de 1999. Cette évolution s’est 
accompagnée de gains solides au chapitre 
de la création d’emplois a plein temps. 
Soutenue par la tenue remarquable de 
l'économie américaine, |’atténuation 
des tensions financiéres a l’échelle mon- 
diale, la présence de conditions monétaires 
expansionnistes dans l’ensemble et le re- 
tour a la normale des niveaux de pro- 
duction aprés la fin des arréts de travail 
survenus au milieu de 1998, la croissance 
du PIB en termes réels a atteint 4,6 % au 
quatrieme trimestre, et on estime qu’elle 
devrait s’établir aux alentours de 4 % au 
premier trimestre de 1999. 

L’inflation mesurée par I’indice de 
référence (IPC hors alimentation, éner- 
gie et effet des modifications des impéts 
indirects) s’est établie a 1,2 % en glisse- 
ment annuel au mois de mars, demeu- 
rant ainsi inchangée par rapport a 
septembre 1998. 

L’amélioration du climat financier a 
l’échelle internationale a permis a la 
Banque de se concentrer 4 nouveau sur 
le maintien de linflation a I’intérieur de 
la fourchette cible. Depuis la parution 
de la derniére livraison du Rapport sur la 
politique monétaire, la Banque a abaissé le 


Taux du papier commercial a 90 jours, taux des bons 
du Trésor a trois mois et taux officiel d’escompte 
Données quotidiennes 
Taux du papier 
commercial 
a 90 jours 


Taux officiel 
d’escompte* 


Taux des bons du Trésor 
a trois mois 


PE CoM ak. SM 
1998 1999 


* Depuis février 1996, le taux officiel d’escompte correspond 4 la limite 
supérieure de la fourchette opérationnelle pour le taux du financement a un jour. 


Emploi 


Taux de variation sur quatre trimestres 


Plein temps 


Travailleurs 


autonomes exclus 


taux officiel d’escompte de 25 points de 
base a trois reprises, soit le 18 novembre, 
le 31 mars et le 4 mai. Ceci a ramené a 
4 1/ % la cible visée par la Banque pour 
le taux du financement 4 un jour. Les 
deux premieres de ces réductions 
(conjuguées a deux autres, opérées en 
septembre et octobre 1998) ont annulé 
completement la hausse de un point de 
pourcentage qu'il avait fallu effectuer 
en aout dernier pour apaiser les inves- 
tisseurs. La baisse la plus récente a pour 
but de favoriser la poursuite de l’expan- 
sion économique et le maintien de la 
tendance de l’inflation bien 4 l’intérieur 
de la fourchette cible l’année prochaine. 

Depuis le début de 1999, le cours du 
dollar canadien par rapport 4 la devise 
amé€ricaine s’est raffermi, et chacune des 
deux monnaies s’est beaucoup appré- 
ciée par rapport a la nouvelle monnaie 
européenne, l’euro, et vis-a-vis des 
autres monnaies d’outre-mer. 

Par ailleurs, aprés avoir enregistré 
une brusque remontée au moment de 
l’éclatement de la crise en Russie en aotit 
dernier, les taux de rendement des obli- 
gations canadiennes sont redescendus a 
des niveaux exceptionnellement bas, et 
les écarts de taux entre les obligations 
canadiennes et américaines sont redeve- 
nus négatifs, reflétant la bonne tenue du 
Canada au chapitre de |’inflation. Les 
taux d’intérét du marché monétaire 
canadien ont aussi baissé, et ils sont 
actuellement inférieurs aux taux 
ameéricains. 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE DE LA BANQUE DU CANADA 


Les perspectives en matiere 
d’inflation 


Les perspectives de croissance a 
l’échelle mondiale se sont améliorées au 
cours des six derniers mois, la situation 
plus favorable observée dans les écono- 
mies 4 marché émergent ayant contri- 
bué a apaiser les marchés financiers. 

Plusieurs pays a marché émergent, 
particulierement en Asie du Sud-Est, 
ont accompli des progrés notables sur 
le plan de la stabilisation de leur éco- 
nomie et montrent des signes de reprise. 
Bien que les perspectives de croissance 
pour l’Amérique latine aient été révi- 
sées a la baisse dans la foulée des diffi- 
cultés qu’éprouve le Brésil, la situation 
dans la région s’est redressée grace a 
l’instauration de politiques budgétaires 
rigoureuses et a l’adoption du nouveau 
programme d’ajustement du FMI. 

Toutefois, l’évolution de I’activité 
économique a I’échelle mondiale demeure 
incertaine. 

Au Japon, l'économie n’est pas 
sortie de son marasme. Mais a la faveur 
d’une poursuite de la réforme du sec- 
teur bancaire et de la mise en ceuvre 
de mesures budgétaires et monétaires 
expansionnistes, une reprise graduelle 
pourrait s’amorcer dans ce pays l’année 
prochaine. 

L’activité économique s’est ralentie 
dans les principaux pays européens, 
particuli¢érement en Allemagne, et les 
prévisions relatives a la croissance pour 
1999 ont été révisées a la baisse. Les 
réductions de taux d’intérét opérees 
récemment par la Banque centrale euro- 
péenne devraient aider a soutenir 
l’activité dans la zone euro au cours de 
la prochaine année. 

Le facteur externe le plus positif 
pour le Canada demeure la vigueur de 
‘économie amé€ricaine; celle-ci continue 
de résister au ralentissement mondial et 
de dépasser toutes les prévisions a son 
sujet, affichant encore un rythme de 
croissance rapide, un niveau de chémage 
tres bas et une inflation apparemment 
jugulée. Le taux d’accroissement de la 


Structure des taux d’intérét selon l’échéance 
(taux canadiens moins taux américains) 
Taux de rendement des bons du Trésor et des obligations du gouvernement 
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production devrait rester relativement 
robuste, mais on s’attend a ce qu'il 
fléchisse par suite d’un tassement des 
dépenses consacrées aux biens de 
consommation durables, au logement et 
a l’outillage de production. Par ailleurs, 
l’inflation aux Etats-Unis ne devrait pas 
varier de facon sensible en 1999. 

On prévoit également que les cours 
des produits de base remonteront en 
1999, A mesure que l’offre excédentaire 
sur les marchés mondiaux se contractera. 

Derniérement, a la lumiére du 
dynamisme remarquable de l’€conomie 
américaine, de l’amélioration du climat 
financier international et de la forte pro- 
gression des emplois a plein temps au 
pays, la plupart des prévisionnistes ont 
revu a la hausse leurs estimations du 
rythme de Iactivité économique au Canada 
en 1999. Selon les plus récentes prévi- 
sions du secteur privé, la croissance sera 
de 2,8 % cette année. La Banque a elle 
aussi relevé ses projections, et elle anti- 
cipe maintenant une croissance de |’or- 
dre de 23/4 4 33/4 %. Les prévisions qui 
s’approchent de la limite supérieure de 
cette fourchette reposent sur une réac- 
tion plus vive des exportations aux 
niveaux actuels de la compétitivité que 
celle retenue par la plupart des previ- 
sionnistes du secteur privé. La Banque 
s’attend a ce que l’économie continue 
de croitre a une cadence similaire en 
l’an 2000, alors que les derniéres prévi- 
sions du secteur privé font état d’une 
croissance de 2,3 % seulement. 


26 aoit 1998 


5 mai 1999 


5 mai 1998 
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Selon les projections de la Banque, 
une augmentation de la demande glo- 
bale signifierait que la marge estimative 
de capacités inutilisées serait absorbée 
au cours des quatre a six prochains tri- 
mestres. Toutefois, compte tenu de I’in- 
certitude entourant les estimations 
actuelles (voir la Note technique 4 dans 
la version compléte du Rapport), la 
Banque devra accorder de plus en plus 
d’importance a un certain nombre 
d’indicateurs des pressions s’exercant sur 
l'appareil de production et sur l’inflation. 

Sur la foi de ces prévisions, |’infla- 
tion mesurée par l’indice de référence 
devrait s’accélérer graduellement au 
cours des dix-huit prochains mois, mais 
demeurer dans la moitié inférieure de 
la fourchette cible. 


Conclusions 


Les probabilités d’une évolution de 
l'économie et de I’inflation plus favorable 
ou moins favorable que prévu par la 
Banque semblent s’équilibrer. Toutefois, 


il y a lieu d’insister sur le caractére 
hypothétique des projections, étant donné 
le climat d’incertitude qui continue de 
réegner. L’un des principaux risques 
pesant sur les perspectives de l’économie 
mondiale concerne la disparité qui existe 
entre la tenue économique respective 
des grands pays industriels. 

Au pays, les estimations de la capa- 
cité de l’€conomie de produire des biens 
et des services et, par conséquent, de 
la marge de capacités inutilisées sont 
incertaines. C’est pourquoi la Banque 
doit accorder une importance accrue a 
l’évolution d’un ensemble d’indicateurs 
susceptibles de la renseigner sur le de- 
gré des pressions qui s’exercent sur la 
capacité de production de I’économie. 
Elle doit notamment surveiller le taux 
d’inflation observé par rapport au taux 
attendu, l’expansion de la monnaie et 
du crédit, les accords salariaux et les 
signes de goulots d’étranglement du 
cété de l’offre, tout en tenant compte 
des renseignements fournis par ses 
représentants régionaux. 


Le Rapport sur la politique monétaire de la Banque du Canada est publié deux fois l’an. Pour recevoir des 
exemplaires du rapport au complet ou du Sommaire, veuillez communiquer avec le Service de la diffusion 
des publications, Services de communication, Banque du Canada, Ottawa (Ontario), Canada K1A 0G9. 


Teléphone : (613) 782-8248; adresse électronique : publications@bank-banque-canada.ca; 
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In facing the various challenges that may arise 
over the next year, it will be crucial to ensure 
that the Bank continues to deliver a trend of 
inflation that is inside our target range of 1 to 
3 per cent. It is only when Canadians can count 
on inflation staying low and stable that our 
economy performs best. 


— Gordon Thiessen 


The Challenges for Canadian Monetary Policy in the 
Year 2000 


Remarks by Gordon Thiessen 
Governor of the Bank of Canada 

to the Greater Charlottetown Area 
Chamber of Commerce 
Charlottetown, Prince Edward Island 
2 November 1999 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better growth over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank to make more accurate judgments about the growth potential of the 
economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags—the impact on inflation from changes in monetary con- 
ditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, there is a good deal of movement in the CPI caused by 
transitory fluctuations in the prices of food and energy, as well as by 
changes in indirect taxes. For this reason, the Bank focuses on the CPI 
excluding food, energy, and the effect of indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 
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1. INTRODUCTION 


Since the May Report, the international economic environment 
has continued to improve. Economic activity abroad grew faster 
than expected, while inflation in the major economies remained 
subdued. Japanese output increased sharply, following two years 
of severe recession. In Europe, growth picked up, and a number of 
the Asian economies that bore the brunt of the 1997-98 financial 
crisis have staged a remarkable recovery. The U.S. economy again 
showed surprisingly strong increases in spending and output, as 
well as low inflation, despite tight labour market conditions and 
high levels of economic activity. 

Against this background, Canada’s exports grew strongly. 
Domestic spending also gained momentum, and the margin of 
unused capacity in the economy declined. Inflation increased 
moderately, moving towards the middle of the Bank’s 1 to 3 per 
cent target range, and inflation expectations seem to be settling 
around this level. With core inflation in the lower half of the target 
range and a degree of slack in the economy, the Bank of Canada 
kept its target for the overnight interest rate unchanged. 

In determining the future conduct of monetary policy in Can- 
ada, two key issues will have to be faced. First, there is the risk of 
a buildup of inflation pressures in the United States and the impli- 
cations for Canada. Second is the momentum of demand in the 
Canadian economy from both domestic and international sources, 
combined with the uncertainty surrounding estimates of the 
potential level of output. These issues will require the Bank to pay 
very close attention to a wide range of coincident and leading 
indicators of pressures on inflation in order to make timely policy 
judgments. 


This report includes information received to 5 November 1999. 


In an improving inter- 
national setting, the 

Canadian economy has 
gained momentum and 


maintained low inflation. 


Given the strength of the 
U.S. economy and the 
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pressures. 


Core inflation has moved 
broadly in line with 
expectations towards the 
midpoint of the target 


range . 


. reflecting, among 
other factors, the effects 
of the earlier deprecia- 
tion of the dollar. 
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9. RECENT DEVELOPMENTS IN INFLATION 


In the last six months, core inflation (CPI excluding food, 
energy, and the effect of changes in indirect taxes) has moved 
upwards from the lower part of the Bank’s inflation-control target 
range towards the midpoint. This move was broadly in line with 
expectations but occurred more quickly than expected because of 
the timing of certain transitory factors. 


Inflation and the target range 


The 12-month rate of increase in the core CPI was 1.9 per cent 
in September, compared with 1.2 per cent last March (Chart 1). 
Two other statistical measures of the trend rate of inflation 
(CPIX and cpIw)! are currently at the same level as core inflation 
(Chart 2). 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


CPI excluding food, energy, 
and the effect of indirect taxes Target range 


a 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


® Midpoint of the inflation-control target range 


Several developments contributed to the rise in core inflation 
over the past six months. Prices for most imported consumer 
goods and services rose markedly as a result of the depreciation of 
the Canadian dollar between the autumn of 1997 and the latter 
part of 1998, contributing significantly to higher consumer prices. 


1. CPIX excludes the eight most volatile components from the CPI as well as the 
effect of indirect taxes on the remaining components. CPIW uses an additional 
adjustment to each CPI basket weight that is inversely proportional to the 
component’s variability. For more details, see Technical Box 1 in the Novem- 
ber 1997 Report. 
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Core inflation continued to be held up by the general expectation 
that longer-term inflation would be close to the middle of the 
inflation-control target range. The brisk pace of price cuts for both 
computer products and long-distance telephone service, which has 
been an important feature of overall price developments, began to 
slow. In addition, airfares rose considerably and unexpectedly, 
partly because of sharply higher fuel prices. 

At the same time, two fundamental influences limited the 
increase in core inflation. Some slack in product and labour mar- 
kets was present throughout this period, and unit labour costs 
have been largely unchanged over the past year. 


Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


Sharp gains in the prices of both gasoline and natural gas 
pushed the 12-month rate of increase in the total CPI up signifi- 
cantly to 2.6 per cent in September, from 1.0 per cent in March. 
This increase should be temporary, given that international oil 
prices are no longer under upward pressure. Total CPI should 
therefore move down towards the core inflation rate through next 
year. 

Increased prices for the commodities that Canada exports led a 
recovery in the chain price index for GDP over the first half of 1999 
after its decline in 1998. This economy-wide measure of prices rose 
by 1.0 per cent during the past year (Chart 3). Price gains contin- 
ued to be modest for both consumer expenditures (similar to those 
recorded in the CPI) and business fixed investment. 


The chain price index fo1 
GDP rose in the first half 
of 1999... 
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Chart 3 
Chain Price Index for GDP and Core CPI 


Year-over-year percentage change 


Core CPI 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


World commodity prices have rebounded considerably since 
the end of 1998 (Chart 4) because of firmer global demand and 
some restrictions in supply. Metals prices rose sharply over this 
period, reflecting an increase in Asian and European demand as 
well as production cutbacks for certain metals. Crude oil prices 
surged between March and September with news of major cut- 
backs by OPEC and several non-OPEC producers, as well as mount- 
ing demand in the United States. In contrast, market conditions 
for many foodstuffs remain soft because of abundant supplies. 

The Bridge/CRB index, a broad index of commodity prices fol- 
lowed by many analysts, has recently performed sluggishly com- 
pared with the significant rise in the Bank of Canada’s commodity 
price index. This results mainly from the weakness in the price of 
food products combined with a weight on these products that is 
much greater in the CRB index than in the Canadian economy 
(Technical Box 1). 
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Technical Box 1 


Bank of Canada Commodity Price Index versus the Bridge/CRB Index 


The Bank of Canada commodity price index (BCPI), published weekly,! tracks 
movements in the world prices of the major commodities produced in Canada.” 
It is an arithmetic, fixed-weight index of the spot or transaction prices in U.S. dol- 
lars of 23 commodities sold in world markets. The weight of each commodity in 
the index is based on the average value of its production in Canada between 
_ 1982 and 1990. 

An alternative measure, which many analysts follow closely because it is 
available daily, is the Bridge/CRB index of commodity futures prices. Produced 
by the Commodity Research Bureau in the United States, this index weights its 
components equally and uses average U.S. dollar prices for contracts with matu- 
rities of up to six months. There are 17 commodities in the CRB index. Of the nine 

| items in its foodstuffs subindex, five are not part of the BCPI: cocoa, coffee, soy- 
beans, orange juice, and sugar. Of the eight raw industrial commodities, cotton 
and platinum are not included in the BCPI. The CRB index excludes the forest 
products (lumber, pulp, and newsprint) that account for almost 30 per cent of the 
BCPI, as well as various other components of the BCPI (barley, canola, cod, lobster, 
salmon, aluminum, zinc, nickel, potash, sulphur, and coal). The weight for 
energy commodities (crude oil, heating oil, and natural gas) is only about 
18 per cent in the CRB index, compared with almost 35 per cent in the BCPI. 

Because the BCPI is a price index of commodities produced in Canada and is 
constructed using Canadian weights, it is better suited to the analysis of Cana- 
dian economic developments. Consistent with this conclusion, research has 
shown that there is no stable statistical link between the Canada/U.S. exchange 
rate and the CRB index. 


Index Components BCPI and Bridge/CRB Indexes 
AE Ss tare ale (1994Q1 = 1.0) 
[["Major commodity | Weight (%)_ ak ae 
| categories BPI Bridge/CRB_ Se cae 
| | a NK \ pa 
freee acest atrial one oe ee \ 
| Precious metals | 34 we Late 
|| Basemetls | 110 | 59 || 
Forest products 29.6 | i, 
oer Ga ec eens er soe 
codea UTIs 8 Mi os.0 Tn 
| Grainsandoilseeds) 88 | 17.7 | 
Hcpavestocke: & uijts993) Aarne! bel 
Ne Fish serh ie Pi egceisen FeO é | 
| [EXCUSES oe sees aes MEA 1994 1995 1996 1997 1998 1999 
| 1. The BCPI is updated on Fridays, in the Weekly Financial Statistics, and is available on 
| the Bank of Canada’s Web site (http: // www.bank-banque-canada.ca). 
| 2. See Novin and Stuber (1999) for details on recent developments in global commodity 
markets. 
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Chart 4 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars (except as noted) 


Non-energy 


Total index 
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Total index vis-a-vis 
G-7 currencies 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


Factors at work on inflation 


Aggregate demand 


Growth in real GDP Canada’s economy expanded robustly in the first three quar- 
strengthened in the first ters of 1999, continuing to take up slack. Monetary conditions 
three quarters of 1999... remained accommodative, U.S. aggregate demand was exception- 


ally strong, and the Asian economy and world commodity mar- 
kets began to turn around. As a result, Canada’s real GDP (based 
on national accounts data) rose at an annual rate of 3.8 per cent in 
the first half of 1999, compared with 2.8 per cent between the 
fourth quarter of 1997 and the fourth quarter of 1998. Growth in 
the third quarter of 1999 is expected to be even more robust than 
in the first half, as indicated by strong quarterly automobile sales 
as well as by healthy retail sales and production in July and 


August. 
. as household expendi- Household expenditures rose much more strongly in the first 
tures rose strongly. six months of 1999 than in the second half of 1998. As a result, the 


personal savings rate declined further, reaching a very low level 
by mid-1999. (The overall national savings rate has, however, 
shown a rising trend since 1992, as discussed in Technical Box 2.) 
A number of labour market factors helped raise consumer con- 
fidence (Chart 5), which contributed to the considerable boost in 
sales of housing and durable goods in the first half of 1999 and 
into the third quarter. Marked employment gains over the past 
year were particularly evident in full-time, non-self-employed 
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Technical Box 2 
Canadian Savings Rates in an International Context 


National savings rates (which include savings by households, businesses, 
and governments) in both Canada and the United States have increased notice- 
ably since 1992, mainly because of improvements in government fiscal positions.! 
This has occurred even though household savings rates have continued to 
decline.” After a substantial reduction in the early 1990s, Canada’s national sav- 
ings rate has now recovered to a level similar to that of the major European 
nations and is back above that of the United States. 

The decreases in household savings rates have tended to coincide with 
increases in the net worth of households, in part because of capital gains. This 
latter development may have reduced the perceived need of households to save 
from disposable income, since their stock of wealth was already rising. Among 
the G-7 countries, the most notable increases in net worth during the 1990s have 
occurred in Canada, the United States, and France. 

The recent declines in household savings rates in industrialized countries 
during the 1990s have also, in general, coincided with improvements in fiscal 
balances. This suggests that sustained improvements in government financial 
balances can lead households to expect lower future tax obligations and therefore 
decrease the component of their savings intended for future tax payments. 
Empirical evidence for Canada suggests that 50 to 60 per cent of a persistent 
improvement in the government sector’s fiscal situation would be matched by 
lower household savings.° 


Savings Rates in G-7 Countries 


9% Household Rates 9% Gross National Rates 

20 -— — 20 35 >— aa 35 

Fey ls Japan f 15 30 oe ew 30 
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Source: OECD (1999) 
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1. Simple average of Germany, France, Italy, and the United Kingdom 


Note: Estimates for Canada and the United States for 1999 are based on the first two quarters. 
Data for gross national savings rates in Europe and Japan in 1998 are staff estimates based on currently available 
information. 


1. In this discussion, savings rates are measured on a national accounts basis. 

2. Household savings rates across countries should be compared with caution because 
of differences in inflation, taxation, national accounts definitions, and economic condi- 
tions. 

3. See Bérubé and Cété (forthcoming Bank of Canada working paper). 
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positions (Chart 6).? Better job prospects brought workers back 
into the labour force, and participation rates rose for both sexes at 
all age levels. Even so, since mid-1998 the unemployment rate has 
decreased by 1.2 percentage points. 


Chart 5 


Consumer Confidence Year over year 


1991 = 100 percentage change 
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Index of 
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Purchase of 
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* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer durables plus housing 


Chart 6 


Employment 
Year-over-year percentage change 


2. Total employment growth was weak from February to August (after rapid 
growth in the previous months). In interpreting economic developments, we 
have tended to de-emphasize the short-term fluctuations in this measure 
because, in the last couple of years, its quarterly profile within a given year 
has not reflected the quarterly profile of GDP growth, as had been the case his- 
torically. Thus, in Chart 6, employment growth is shown on a year-over-year 
basis. 
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Business investment in capital goods increased very strongly 
in the first half of 1999, as business confidence recovered in light 
of favourable international developments. In addition, the intense 
pace of price-cutting for computers that began in mid-1998 and 
the need to upgrade systems to ensure year-2000 compliance con- 
tributed to a surge in purchases of computers and other office 
equipment. 

Inventory investment began to recover in the first half of the 
year. Firms tried to restore stocks to normal levels following the 
unanticipated strength in exports of manufactured goods to the 
United States in late 1998. 

With more rapid growth in domestic demand, particularly for 
import-intensive items such as machinery and equipment, import 
volumes rose much more strongly in the first half of 1999 than in 
the second half of 1998. 

Canadian export growth, while continuing at a strong pace, 
was not quite as vigorous as that recorded in the second half of 
1998. In that earlier period, exports had been driven by a marked 
expansion in U.S. activity, partly the result of efforts to restore 
stocks of motor vehicles to more normal levels following labour 
disruptions. Overall, however, the favourable competitive position 
of Canadian industry continued to be an important factor support- 
ing export growth. Indeed, data for July and August show a sharp 
acceleration in exports, consistent with the strength of U.S. 
demand. 

Because export growth was outstripped by import growth, the 
merchandise trade surplus, in volume terms, decreased markedly 
in the first half of 1999. The terms of trade improved substantially, 
however, mainly because of the recovery in commodity prices. 
Thus, the current account deficit (in dollar terms) narrowed con- 
siderably to around 1/2 per cent of GDP (Chart 7). 
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Chart 7 


Current Account 
Per cent of nominal GDP 


1991 1992 1993 1994 1995 1996 1997 1998 1999 


Cost control 


Wages, the largest component in the total cost of producing 
goods and services, have tended to rise at a somewhat higher rate 
in 1999. Over the first eight months of this year, annual wage set- 
tlements in the unionized private sector averaged 2.2 per cent, 
compared with 1.8 per cent in the second half of 1998 (Chart 8). 
Public sector wage settlements averaged 1.9 per cent. The average 
rate of wage increases in the unionized sector was affected by sub- 
stantial settlements in skilled occupations where demand is 
strong, such as nursing and computer technology. Statistics Can- 
ada’s Labour Force Information reports that the year-over-year 
increase in the average hourly wage (excluding overtime) for per- 
manent workers was 2.1 per cent in the second quarter of 1999 
and 2.6 per cent in the third quarter, compared with 1.8 per cent in 
the fourth quarter of 1998. Thus, the underlying wage increase in 
the total economy was in the 2 to 2.5 per cent range. 

This pickup in wage growth is occurring, however, at the same 
time as a resumption in the growth of labour productivity. Indeed, 
with only a modest increase in labour income per person-hour, 
partly because of a compositional shift towards lower-paid work- 
ers, the productivity pickup led to unit labour costs edging down 
on a year-over-year basis (Chart 9). Over time, labour income 
(adjusted for underlying inflation) would be expected to rise at a 
rate related to the trend in labour productivity growth. 


14 


Moo WE teeeye rOLic PA RIEP ORT 


Chart 8 
Wage Settlements and Other Wage Indicators 


Effective annual increase in base wage rates for newly negotiated settlements 


Private sector 


Public sector Average hourly earnings 
of permanent workers 
(year-over-year percentage change)* 


1995 1996 


* Source: Labour Force Information 


Chart 9 


Unit Labour Costs and Labour Productivity 


Year-over-year percentage change 


Labour income per 
person-hour 


Output per 
person-hour 


Unit labour 
costs 
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Estimated pressures on capacity 


Output grew faster in the first half of 1999 than the estimated = A/flioug/t tie estimated 
rate of expansion in the economy’s capacity to produce. As a = aioutit of excess supply 
result, the Bank’s traditional estimate of the output gap—the diminished further . 
amount of excess supply in the economy as a percentage of capac- 
ity output—narrowed from about 1.0 per cent at the end of 1998 to 
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about 0.25 per cent at mid-1999 (Chart 10).> However, as we have 
emphasized before, estimates of the output gap must always be 
viewed cautiously. Historical data for real GDP are frequently 
revised. There is also a high degree of uncertainty about the 
effects on potential output of such factors as low inflation, large 
investments in technology and new machinery and equipment, 
and various policy measures that have made product and labour 
markets more flexible. 

As outlined in the last Report,A when the economy is thought 
to be operating near capacity, and given the uncertainty about 
measures of potential output and the output gap, close attention 
must be paid to a wide set of indicators of pressures on capacity 
and on inflation, including movements of core inflation relative to 
expectations. The indicators that have been discussed in this sec- 
tion do not point to any significant increase in pressures over the 
past six months. 
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Chart 10 


SURAT AR SET EE SEE I ES OATS ENTERS. 


—% Gross Domestic Product in Constant Dollars 
Hs Estimated output gap* Quarterly growth : 
(difference between actual output at annual rate 


and estimated potential output) 
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d 

{ * The shading around the 1998 and 1999 values of the estimated output gap shows (from darkest to lightest) 
| confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
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3. At the time of the May Report, the output gap for the end of 1998 had been 
estimated at about 1.25 per cent. Historical estimates of the output gap were 
revised after a review of the path of potential output. This review included 
taking account of major historical revisions to the national accounts esti- 
mates of real GDP (especially for 1995-97) that were released in June. 

4. See Technical Box 4 in the May 1999 Report. 
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3, ACHIEVING THE INFLATION-CONTROL 
TARGETS 


The Bank of Canada has held the Bank Rate at 4.75 per cent Although the Bank of 
since May, following three reductions over the preceding six Canada did not change 
months (Chart 11). There has, nevertheless, been a move upward the Bank Rate, money 
in money market rates, reflecting actual and expected increases in market interest rates 
U.S. short-term interest rates as well as market sentiment that movedup... 

Canada would follow suit. 


Chart 11 


Rates on 90-Day Commercial Paper, 
3-Month Treasury Bills, and the Bank Rate 
Daily 
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* As of February 1996, the Bank Rate has been the upper limit of the operating band for the overnight rate. 


The U.S. Federal Reserve announced quarter-point increases in... as U.S. short-term 
its target rate for federal funds on 30 June and on 24 August, rais- interest rates rose. 
ing the rate to 5.25 per cent. These actions were taken to reduce 
the risk of rising inflation because demand had grown at a sur- 
prisingly rapid pace and the markets for many goods and services 
were already very tight. In addition, the financial strains that had 
prompted lower interest rates in 1998 had eased. At its 5 October 
meeting, the Federal Open Market Committee left the target funds 
rate unchanged, but indicated that it was alert for evidence of 
inflation pressures and that more tightening might become neces- 
sary. On this news, U.S. market rates rose further. 

Given the strength of spending in the United States, an With U.S. longer-term 
increase in U.S. short-term rates had been anticipated in bond ratesup... 
markets, where yields had been rising since the start of the year 
(Chart 12). Medium- and longer-term interest rates continued to 
rise during the summer and early autumn, with yields on 
long-term U.S. government bonds rising above 6 per cent. 
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Yields in Europe have also risen, reflecting the view that economic 
growth there is strengthening. 


Chart 12 


Yields on Long-Term Federal Government Bonds 
Daily 


Canada 


United States 


Tha ve ole 


... Canadian bond yields Bond yields have increased more in Canada than in the United 
and mortgage rates have States, and negative spreads have largely disappeared (Chart 13). 
also increased. This increase in bond rates has also affected the mortgage market. 


Between May and October, the cost of 1- and 5-year mortgages at 
major lending institutions in Canada increased by about 100 basis 
points. Demand for mortgage loans, however, has remained 
strong. 


Chart 13 


Term Structure of Interest Rates (Canada minus United States) 
to Yields on 90-day commercial paper and government bonds 
0.6 
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5 May 1999 
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For most of the period since the last Report, the Canada/U.S. _— Thie effect on the exchange 
exchange rate has tended to fluctuate in a range of 66 to 68 U.S. rate of the rise in U.S. 
cents (Chart 14). Wider negative short-term interest rate spreads sliort-ferm interest rates 
that followed the increases in U.S. short-term interest rates have was countered by a 
worked against the Canadian dollar. At the same time, however, it strengthening trend in 
has been supported by strengthening commodity markets and the _ tlie economy and higher 
improving current account of the balance of payments, as well as commodity prices. 
by the strong fundamentals of the Canadian economy. Over the 
same period, the U.S. dollar has tended to weaken. For example, 
because of unexpectedly large increases in output in Japan, the 
yen jumped sharply. The net effect of these currency movements 
on the Bank’s C-6 trade-weighted index for the Canadian dollar 
was a decline of about 2 per cent between May and October. 


Chart 14 
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With the increase in short-term interest rates and the fluctua- 
tions in the Canadian dollar, the Bank’s monetary conditions index 
(McI) has varied between -7.0 and -6.0 over the past six months 
(Chart 15). 
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Chart 15 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 


Preparations for the year-2000 date change 


The Bank of Canada and Canadian financial institutions have 
prepared thoroughly for the year-2000 date change. Systems for 
banking, securities, and payments have been tested extensively for 
compliance. 

The Bank of Canada, like other central banks, has announced 
contingency arrangements for the period leading up to the transi- 
tion to the new year and immediately thereafter. These measures, 
combined with the preparations of financial institutions, will pro- 
vide Canadian households, financial institutions, and businesses 
with a further measure of confidence that extraordinary demands 
for currency or liquidity will be met, and should effectively coun- 
ter unusual financial pressures.° 

Participants in the financial markets have been taking precau- 
tions to avoid technical problems, and these have been absorbed 
without undue strain in markets. For example, many large bor- 
rowers have switched to longer-term financing, putting some 
upward pressure on corporate-government yield differentials and 
swap spreads. In short-term money markets and derivatives mar- 
kets, actions to avoid exposures during the first business days of 
the new year were reflected in a small increase in 3-month inter- 
bank rates at the end of September. These movements in financial 
market prices have not, however, been large enough to have any 
significant effect on economic activity. And the contingency 


5. The Governor’s speech to the Regina Chamber of Commerce on 
23 September outlined these preparations. The Bank of Canada’s Web site 
(http: // www.bank-banque-canada.ca) presents a wide range of information 
on year-2000 arrangements, including the press release on contingency 
arrangements for the provision of liquidity (2 September). 
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arrangements mentioned above should prevent significant move- 
ment in interest rates in response to year-end pressures. 


4. [HE OUTLOOK FOR INFLATION 


Overall, our analysis suggests that the most likely outcome 
over the next 18 months is for little change in core inflation. How- 
ever, there are a number of risks to this projection. 


International background 


Although growth in emerging-market economies will remain 
relatively weak this year, it is now expected to be stronger than 
originally anticipated and should pick up significantly in 2000 
(Technical Box 3). 

The economic outlook for the major industrial countries is, on 
balance, encouraging and shows less divergence among countries 
than at the time of the last Report. 

In Japan, real GDP rose considerably in the first half of 1999, 
partly as a result of fiscal stimulus. Nevertheless, not all indicators 
suggest that a sustainable recovery in private sector demand has 
taken hold. As a result, it will be important that economic policies 
continue to promote expansion. 

Economic growth in the major European countries remained 
below the growth in potential output in the first half of 1999. The 
euro area should see some improvement over the next year and a 
half, chiefly reflecting the past easing in monetary conditions. 

In the United States, the overall pace of economic expansion is 
expected to remain robust through year-end. However, a slow- 
down in economic growth to a more sustainable pace is projected 
starting early next year. 

U.S. core inflation (which excludes food and energy prices) has 
been close to 2 per cent in recent months. But, on balance, eco- 
nomic developments point to the risk of core inflation beginning 
to rise by early next year. These factors include continuing excess 
demand in labour markets, as well as supply bottlenecks in some 
areas, the recent depreciation of the U.S. dollar, and rising com- 
modity prices. 

While easing in some world prices of commodities important 
for Canada is anticipated over the next few months, prices are 
expected to recover further during 2000 as demand continues to 
rise and restrictions on supply persist. By the middle of next year, 
crude oil prices are likely to fall back from their current high lev- 
els as major oil producers increase production. 
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Recovery is underway in 
many of the emerging- 
market economies. 


And although the strength 
of the recovery in Japan 
remains uncertain... 


... the euro area is 
expected to pick up. 


U.S. output growth 
should remain strong over 
the near term... 


. with a risk that U.S. 
core inflation will 
increase. 


Non-energy commodity 
prices should recover 
further in 2000. 
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Technical Box 3 
The Recovery in Emerging Markets 


Prospects for emerging-market economies seem more favourable than earlier this 
year. 

In Asia, the countries most affected by the 1997 crisis have recovered more 
quickly than expected as a result of their increased competitiveness and the subse- 
quent easing of domestic fiscal and monetary policies. While growth in most Asian 
countries this year will exceed earlier expectations, two challenges remain. First, 
there is a risk that the improved economic performance to date might reduce the 
willingness to undertake the structural reforms needed to put these economies on a 
solid footing. Second, it may be difficult to sustain the required revival of private 
spending on consumption and investment when structural changes are creating con- 
siderable uncertainty. 

In Latin America, the outlook for Mexico and Brazil is more encouraging than it 
was a year ago. Adjustments in Brazilian fiscal policy have exceeded the targets 
under the IMF program so far in 1999, and the rollover of interbank and trade credit 
was successful. These developments and the containment of inflationary pressures 
following the floating of the exchange rate have allowed the authorities to lower 
short-term interest rates. Elsewhere in Latin America, the growth outlook is less | 
encouraging. Argentina and Colombia, in particular, are suffering especially severe _| 
recessions. 

In Russia, the devaluation of the rouble has encouraged significant import substi- 
tution and a large increase in domestic production. While this, together with the 
increase in world oil prices, is good news for Russia, capital flight is making it diffi- 
cult for the country to honour its external payment commitments. 

Although the risk premiums on emerging-market borrowing, represented by the 
spreads on Brady bonds,' have fallen from the peak following the August 1998 
devaluation of the rouble, they remain relatively high, reflecting the still-fragile state 
of many of these economies. However, creditworthy borrowers such as Argentina, 
Brazil, and Mexico have retained access to international capital markets. 


Spreads Between Emerging-Market Brady Bonds 
and U.S. Treasury Bonds of Similar Maturities 


Basis points 
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Source: JP Morgan Emerging Market Bond Index 


1. Brady bonds are mainly collateralized debt from emerging-market countries and are 
denominated in U.S. dollars. 
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Aggregate demand and supply in Canada 


Our outlook for the Canadian economy is based on the U.S. 
forecast described above that involves a recovery in the second 
half of 1999 from the temporary slowdown in the second quarter, 
but then a significant easing to more sustainable growth rates in 
2000. 
Canadian exports are likely to show stronger growth in the Canadian export growth 
second half of 1999, given the anticipated increase in the growth = should ease in 2000. 
of the U.S. economy and the recovery in commodity prices. Next 
year, however, export growth should ease in line with the 


expected slowdown of the U.S. economy, although this should be... buf import sub- 
tempered by the improved economic outlook for Europe and _ stitution will support 
Japan and by Canada’s strong competitiveness. domestic production 


Import growth should also slow during the next 18 months— 
the result of Canada’s solid competitive position and an easing in 
the strong demand for import-intensive goods. 

Business investment is expected to decline slightly in the sec- Business investment is 
ond half of 1999, following the substantial investments made this likely to continue to 
year to deal with year-2000 concerns. But investment should expand next year.. 
expand at a modest rate next year as the recovery in commodity 
prices improves cash flows. 

The outlook for the growth of household spending calls for ... while sustained 
some slowing towards the end of this year, partly as a result of growth of liousehold 
efforts to rebuild savings. Increased growth in household expendi- = spending will depend o 
tures in 2000 will depend on continued gains in employment.® further employment 

While both businesses and households might temporarily gains. 
boost purchases towards the end of 1999 to minimize the effects of 
any supply disruptions associated with the year-2000 date change, 
the effects are likely to be small. 

The latest consensus among private sector forecasters for the Output growth of close to 

growth of real GDP (on an annual average basis) has been revised 3.75 per cent is expected 
up significantly to 3.6 per cent this year and 2.9 per cent in 2000. for 1999... 
At the time of the last Report, the consensus forecast was 2.8 per 
cent and 2.3 per cent, respectively. These trends are broadly con- 
sistent with the Bank’s view, as expressed in the summer issue of 
our quarterly Review, that real GDP growth in 1999 would be near 
the top of the 2.75 to 3.75 per cent range that we projected in the 
May Keport. 


6. The recent demutualization of Canadian life insurance companies may help 
to sustain the growth of household spending in the second half of 1999 and 
early 2000. 
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... followed by growth 
in a range of 2.75 to 
3.75 per cent in 2000. 


Longer-term inflation 
expectations are near 
the target midpoint. 
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For next year, with a slowdown in the U.S. economy and con- 
tinued momentum of Canadian domestic demand, the Bank sees 
output growth in Canada in 2000 in a range of 2.75 to 
Oe DDelcellt. 

This projection, together with estimates of potential output 
using traditional techniques, would suggest that the Canadian 
economy would be operating at, or slightly above, full capacity in 
2000. With the projected level of activity close to the economy’s 
estimated output capacity and because capacity estimates are 
uncertain, the Bank has begun to put emphasis on the range of 
indicators discussed in Technical Box 4 in this Report to ensure a 
full and careful assessment of the degree of pressure on capacity 
and on inflation. 


Measures of inflation expectations 


In the regular survey reported in the Conference Board’s 
autumn Index of Business Confidence, 85 per cent of respondents 
expected inflation to be 2 per cent or less over the near term 
(Chart 16). The percentage of respondents anticipating inflation of 
1 per cent or less has fallen sharply since last spring. As well, 
some 95 per cent of the firms surveyed this autumn by the Bank of 
Canada’s regional representatives expect inflation to remain in the 
1 to 3 per cent range. The average private sector forecast for CPI 
inflation is 1.6 per cent in 1999 and 2.0 per cent in 2000. Typical 
forecasts of longer-term inflation are between 1.7 and 1.9 per cent, 
depending on the horizon (Chart 17). 

Over the past half-year, the yield differential between conven- 
tional and Real Return bonds has widened to above 2 per cent, 
after drifting down for several years. This widening reflected the 
rise in long-term nominal interest rates, since yields on Real 
Return Bonds have been stable. An adjustment of expectations 
towards the centre of the inflation-control target range might be 
partly responsible for this change. In any event, the differential 
between nominal and real rates remains generally in line with the 
Bank’s objective of low inflation. (See Technical Box 3 in the 
November 1997 Report.) 
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Technical Box 4 
Monitoring Inflation Pressures 


Since the economy is expected to be operating at, or slightly above, its esti- 
mated capacity level next year, the Bank will be watching measures of inflation 
pressures very carefully. Which measures might give the most timely information 
on potential inflation pressures? There is no definitive list of indicators for gauging 
potential inflation pressures, but first and foremost would be a general increase in 
actual prices or costs that differed from the increase expected by the Bank. The 
Bank would also look at the core and statistical trend measures of inflation, 
because they appear to contain information about the underlying tendency in the 
total cpi.! Indicators of core inflation one or two quarters ahead include the Bank 
of Canada commodity price index (in U.S. dollars), prices for resale housing in 
major urban areas, and the ratio of unfilled orders to shipments in manufacturing.” 
Research at the Bank indicates that the change in unit labour costs could also be a 
useful predictor of future movements in inflation, especially during periods of low, 
stable inflation. 

Inflation expectations have an important influence on actual price and cost 
behaviour. Surveys help to assess the outlook of firms and workers over both short 
and long horizons. Data on wage settlements and surveys of expected compensa- 
tion increases have both proven useful in gauging future changes in unit labour 
costs. In addition, the Bank’s regional representatives collect qualitative informa- 
tion each quarter from about 100 firms or associations, about their own (or their 
members’) pricing and costs, as well as about their expectations for the CPI. 

Certain asset prices contain indirect evidence about expectations. Early in the 
inflationary surges of the 1970s and 1980s, real estate prices increased rapidly, and 
bond prices fell (long-term interest rates rose). Similarly, the yield differential 
between conventional and Real Return bonds should be sensitive to any major 
change in inflation expectations. 

Monetary aggregates can also be useful predictors, with different definitions 
conveying different kinds of information. Research at the Bank suggests that gaps 
between the level of narrow money (M1) and the estimate of the underlying 
demand for it help to predict inflation over horizons of two years and longer.’ At 
the same time, changes in the growth rate of M1 can pick up short-run variations 
in inflation, perhaps reflecting the accumulation of transactions balances just prior 
to spending. In the middle of the 1990s, however, financial innovations caused a 
large increase in M1 that had no inflationary implications, and in the wake of this 
shift interpreting movements in M1 is still difficult. The growth rates of broad defi- 
nitions of money such as M2++ have had a stable correlation with current and 
near-future inflation. 

There is no set formula for combining these factors. But past experience sug- 
gests that certain combinations raise a warning flag. For example, previous out- 
breaks of inflation have been preceded by an unexpected rise in the CPI 
accompanied by substantial increases in real estate prices, rising long-term interest 
rates, and strong growth of monetary aggregates. 


1. See the discussion of statistical measures of trend inflation in Technical Box 1 of the 
November 1997 Report. 

2,, See Dion (1999). 

3. In contrast, the stock market has been a poor guide to inflation, since equity prices 
are very volatile and have sometimes weakened sharply on evidence of inflation. 

4. Armour et al. (1996) provide empirical evidence, while Laidler (1999) outlines a theo- 
retical explanation. 


25 


BUAUNE KAO Fo oCro AUN At Bea 


Chart 16 


Percentage Distribution of Expected Price Increases 


Over the Next Six Months 
Quarterly 
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Source: Conference Board of Canada, /ndex of Business Confidence 


Chart 17 


CPI Inflation Forecasts 6 to 10 Years Ahead 
and 30-Year Bond Yields 
Monthly 


Conventional bonds 


Real Return Bonds 


Bond yield differential* 


Se Pac, Inflation forecast 


(semi-annual) ** 


1995 1996 1997 1998 


* The differential is calculated using the compound interest formula. 
** Source: Consensus Economics Inc. 


Other factors affecting inflation 


i number of other factors The depreciation of the Canadian dollar against the U.S. dollar 
expected to have that took place from the autumn of 1997 to the autumn of 1998 is 
little net effect on core expected to continue to hold inflation up until late 2000, although 


inflation. at a rapidly diminishing rate. At the same time, the high rates of 
price reduction for long-distance telephone service and computer 
products that prevailed in 1998 and early 1999 are expected to 
slow further, moderating their influence on measured price 
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inflation. On balance, these developments should have little net 
further effect on core inflation. 

There is also a risk that the recent sharp rise in crude oil 
prices, as well as the substantial increases in the prices of various 
construction materials, may put upward pressure on items in the 
core CPI for which these materials constitute a significant part of 
total costs. The magnitude of these price-level effects would 
depend on the extent to which the cost changes persist, as well as 
on market conditions. 

Wage increases will likely continue to edge up over the next 
year and a half, a view consistent with that of the firms recently 
surveyed by the Bank’s regional representatives. However, further 
productivity gains are expected to keep increases in overall unit 
labour costs in check. 


Other indicators of inflation pressures 


The price of existing housing, based on the Royal LePage 
index, has picked up somewhat this year with the record pace of 
sales. New home prices are up only slightly above their year-ago 
level. However, in a historical context, these indicators do not sug- 
gest a significant increase in underlying inflation pressures. The 
ratio of unfilled orders to shipments in the manufacturing sector 
(a measure for near-term core inflation) has eased after a marked 
pickup last year that was partly related to developments in the 
aircraft industry. 


Monetary indicators 


The narrow monetary aggregates have continued to grow at a 
pace consistent with solid economic growth and low inflation. The 
downward trend in M1 growth since late 1997 partly reflects the 
declining influence of the special factors that contributed to high 
M1 growth in the past few years, particularly movements of funds 
from non-personal notice accounts (not included in M1) into cur- 
rent accounts (included in M1).’ As a result, this year the growth 
rates of the broader measures of transactions money, M1+ and 
M1++, have been converging towards that of M1 (Chart 18). When 
substitution effects are taken into account, the recent growth rate 
of transactions money is consistent with a growth rate of economic 
activity of about 3 1/2 per cent in the second half of 1999. 


7. These special factors were described by Atta-Mensah and Nott (1999). 


pip 


Narrow and broad mone- 
tary aggregates are grow- 
ing at a pace consistent 
with solid growth and 


low inflation. 
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Chart 18 


Real GDP Growth and Growth of Real Gross M1 and M1+ 
Annual rates 


Gross M1* 
(left scale) 


(quarter/quarter) 


left scal 
(left scale) (right scale) 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


* Two-quarter moving average of growth in gross M1, M1+ (deflated by the consumer price index), 
one quarter earlier 


The Bank’s M1-based inflation model suggests that inflation 
should remain within the inflation-control target range over th 
next couple of years.® | 

The year-over-year growth rate of M2++, which is the Bank’s 
preferred measure of broad money, has stabilized in the last few 
months (Chart 19). The decline in the growth rate from about 8 per 
cent in 1998 to 61/2 per cent currently reflects a deceleration in 
households’ net contributions to bond and equity mutual funds. 
The recent growth rate of M2++ continues to point to inflation 
close to the midpoint of the target range over the next year. 


Chart 19 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 


M2++* 
(left scale) 


Core CPI 


em (right scale) 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 
* M2++ adds CSBs and all mutual funds to M2+. 


8. See Engert and Hendry (1998) for a description of this model. 
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Longer-term factors con- 
tinue to point to trend 
inflation close to the 
midpoint of the Bank’s 
target range. 


Total cPI inflation should 
move back down to the 
core rate since crude oil 
prices are no longer under 
upward pressure. 


BeAGINICK, (OF SGOAMNSAIDEA 


5, CONCLUSIONS 


The outlook for the global economy has continued to improve 
since the May Report. The U.S. economy has remained buoyant, 
signs of a recovery in Japan have emerged, the euro area appears 
to have a solid underpinning, and a number of emerging-market 
economies have outperformed expectations. With this interna- 
tional setting and with strengthening domestic demand, the Cana- 
dian economy is likely to register growth of close to 3.75 per cent 
on an annual average basis in 1999. 

For 2000, the Bank now projects economic growth in a range of 
2.75 to 3.75 per cent, with core inflation remaining close to the 
midpoint of its 1 to 3 per cent target range. 

However, as we have pointed out in this Report, there are some 
important risks to this projection. These risks relate to the possibil- 
ity of a stronger momentum of demand from domestic as well as 
international sources and of potential inflation pressures in the 
United States. 

In order to preserve the low trend of inflation incorporated in 
this projection, the Bank must be ready to adjust monetary condi- 
tions in a timely manner. The challenge will be to assess carefully, 
using all available coincident and leading indicators, when adjust- 
ments are needed. Any resurgence of inflation in Canada would 
undermine our prospects for a durable expansion. 


This is a report of the Governing Council of the Bank of Canada: 
Gordon Thiessen, Malcolm Knight, Charles Freedman, Paul Jenkins, 


Tim Noél, and Sheryl Kennedy. 
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MoneTARY POLICY REPORT 


Su 


ince the last Monetary Policy 

Report, Canada’s economy has 

steadily gathered strength as 
the global economic environment 
improved. 

This improvement was led by 
strong increases in spending and out- 
put in the United States where the 
trend of inflation remained relatively 
low despite a tight labour market. 
Many emerging-market economies 
have staged marked recoveries, and 
after two years of recession, output in 
Japan picked up sharply. Growth has 
also been strengthening in Europe. 

At the same time, there has been a 
significant recovery in world com- 
modity prices. 

These external factors boosted 
Canada’s exports, but domestic 
spending by consumers and business- 
es also gained momentum. The ex- 
pansion of total demand reduced the 
margin of unused production capaci- 
ty in the economy, and the trend of 
inflation rose moderately towards 
the middle of the Bank’s target range 
of 1 to 3 per cent. 

In determining the future conduct 
of monetary policy, the Bank now 
faces two key issues. First, there is the 
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mmary 


risk of a buildup of inflation pressures 
in the United States and the implica- 
tions for Canada. Second is the mo- 
mentum of demand in the Canadian 
economy from both domestic and 


Highlights 


¢ The trend of inflation is expected to 


remain close to 2.0 per cent over the 
next 18 months. 


There are, however, some important 
risks to this projection. 


° These risks relate to the possibility of 
stronger demand from both domestic 
and international sources and of 
potential inflation pressures in the 
United States. 


¢ To preserve the low trend of inflation 
in Canada, the Bank must be ready to 
adjust monetary conditions in a timely 
manner. 


Any resurgence of inflation would 
undermine Canada’s prospects for a 
durable expansion. 


Palditts ons 


BANK OF ¢ 


over the period, but a pickup in 
labour productivity caused overall 
unit labour costs to fall. 

In both June and August, the U.S. 
Federal Reserve raised its overnight 
interest rate by 25 basis points— 
actions aimed at heading off inflation 
pressures in the face of a tight labour 
market and continued strong de- 
mand. However, with core inflation 
in the lower half of its target range 
and a degree of slack in the economy, 
the Bank of Canada held the Bank 
Rate steady at 4.75 per cent. Never- 
theless, Canadian money market 
rates moved up, reflecting both the 
actual and expected increase in U.S. 


Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes 


Target range 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 


* Midpoint of the inflation-control target range 


international sources, combined 
with the uncertainty surrounding es- 


timates of production capacity. These 
issues will require the Bank to pay 
very close attention to a wide range of 
coincident and leading indicators of 
pressures on inflation in order to 
make timely policy judgments. 


short-term rates as well as market ex- 
pectations of higher rates in Canada. 
The Canadian dollar has fluctuat- 
ed in a range of 66 to 68 U.S. cents for 
most of the period. While negative 
spreads between Canadian and U.S. 


short-term interest rates weighed 
against the dollar, it was supported 
by resurgent commodity markets, 
the improving current account, and 
the strengthening economic outlook. 


Economic and Financial 


Developments 


Canada’s real GDP rose at an an- 
nual rate of about 4 per cent over the 
first three quarters of 1999. 

Core inflation (the CPI excluding 
food, energy, and the effect of indirect 
taxes) moved up towards the middle 
of the target range over the past six 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars (except as noted) 
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120 Fl Non-energy 120 
months, reaching 1.9 per cent in Sep- | es r 
tember. This move was broadly in | | 
line with expectations and reflected ee wi Ps A i 
several temporary factors, including | »| | \ee thie “/ Hang ie 
the past depreciation of the Canadian ius x. Wi VA eer) od \ 2) | ‘0 
dollar, which pushed up prices for 10 F~ Total index vis-a-vis Sah Energy ie 


G-7 currencies 


imported goods and services. 
Wages, the largest component of 
production costs, rose more strongly 


1990) T1991 1992 1993 1994 1995. 1996 =—-:1997_ 1998-1999 
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Canadian bond yields have risen 
by more in Canada than in the United 
States, and negative spreads have 
largely disappeared. This increase in 
bond yields has also been reflected in 
higher Canadian mortgage rates. 


The Outlook for Inflation 


Strong recovery in emerging 
Asian economies is likely to continue, 
and Japan’s economy, while still frag- 
ile, is now likely to show positive 
growth this year and next. In the euro 
area, growth is expected to pick up 
over the next 18 months. 

In the United States, economic 
growth is expected to remain robust 
through this year. But a significant 
easing to a more sustainable growth 
rate is projected in 2000. Although 
core inflation has recently been close 
to 2 per cent, several factors point to 
upside risks. These inflation risks in- 
clude continued excess demand in 
labour markets, a depreciating U.S. 
dollar, and rising commodity prices. 

Non-energy commodity prices 
should stage a further recovery next 
year, as global demand continues to 
rise. But the current high prices for 
crude oil, which have recently pushed 
up the total CPI, should fall as major 
producers increase output. 

These international trends, to- 
gether with the stronger spending of 
both households and_ businesses, 
have prompted most forecasters to 
revise their projections for Canada’s 
growth upwards. The latest private 
sector consensus is for economic 
growth of 3.6 per cent this year and 
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Months or years to maturity 


2.9 per cent in 2000. The Bank is pro- 
jecting output growth for Canada in 
1999 of close to 3.75 per cent—the top 
of the range projected last spring. For 
2000, with the U.S. economy slowing, 
the Bank sees growth in a range of 
2:/9'tO"9./9 Per cent. 

This projection, together with es- 
timates of potential output using 
traditional techniques, would suggest 
that the Canadian economy would be 
operating at, or slightly above, full 
capacity in 2000. With the projected 
level of activity close to the econ- 
omy’s estimated output capacity and 
the uncertainty of these capacity esti- 
mates, the Bank has begun placing in- 
creasing emphasis on a wide range of 
indicators in order to carefully evalu- 
ate any evidence of pressures on pric- 
es and capacity. (See Technical Box 4 
in the full Report.) 

Based on our overall analysis, the 
most likely outcome over the next 
18 months is for core inflation to 
remain close to the midpoint of the 
Bank’s 1 to 3 per cent inflation-control 


target range. As well, with the inter- 
national price of oil no longer under 
upward pressure, total CPI inflation 
would be expected to move down to 
that core rate. 

There are, however, some impor- 
tant risks to this projection. These re- 
late to the possibility of a stronger 
momentum of demand from domes- 
tic as well as international sources 
and of potential inflation pressures in 


the United States. To preserve the low 
trend of inflation incorporated in this 
projection, the Bank must be ready 
to adjust monetary conditions in a 
timely manner. The challenge will be 
to assess carefully, using all available 
coincident and leading indicators, 
when adjustments are needed. Any 
resurgence of inflation in Canada 
would undermine our prospects for a 
durable expansion. 
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epuis la publication du Rapport 
D sur la politique monétaire de 
mai dernier, l’activité écono- 
mique n’a cessé de s’accélérer au 
Canada a la faveur de l’amélioration de 
la conjoncture économique internationale. 

Cette amélioration tient surtout a 
l’accroissement marqué des dépenses 
et de la production aux Etats-Unis, ou 
la tendance de |’inflation est demeurée 
a un niveau relativement bas malgré 
les tensions régnant sur le marché du 
travail. Un grand nombre d’économies 
a marché émergent ont connu un 
remarquable regain de vigueur et, 
au Japon, la production a fortemert 
augmenté apres deux années de réces- 
sion. La croissance s’est aussi raffermie 
en Europe. 

Parallélement, les cours mondiaux 
des produits de base se sont nettement 
redressés. 

En plus des facteurs extérieurs 
ayant stimulé les exportations cana- 
diennes, on a observé une accélération 
des dépenses intérieures des consom- 
mateurs et des entreprises. L’expan- 
sion de la demande globale a eu pour 
effet de réduire la marge de capacités 
inutilisées au sein de l’économie cana- 
dienne, et l’inflation tendancielle a 
connu une hausse modérée, se rappro- 
chant du milieu de la fourchette de 
143 % visée par la Banque. 
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Dans les décisions qu’elle doit 
prendre pour la conduite de la politique 
monétaire au Canada, la Banque doit 
maintenant tenir compte de deux 
grands facteurs. Le premier est le 


Faits saillants 


La tendance de l’inflation devrait 
demeurer aux alentours de 2,0% 
durant les dix-huit prochains mois. 


Toutefois, d’importants risques peésent 
sur nos prévisions. 


Il est en effet possible que la demande 
de biens et services canadiens se ren- 
force tant au pays qu’a l’étranger et 
que des pressions inflationnistes se 
manifestent aux Etats-Unis. 


Afin que la tendance de l’inflation au 
Canada se maintienne a un _ bas 
niveau, la Banque doit se tenir préte a 
modifier les conditions monétaires en 
temps opportun. 


Une recrudescence de l’inflation com- 
promettrait les chances que l’expan- 
sion de l’économie canadienne soit 
durable. 
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dollar canadien, qui a fait monter les 
prix des biens et services importés. 

Les salaires, qui constituent la plus 
importante composante des cofits de 
production, ont progressé plus vive- 
ment au cours de la période, mais 
grace a une hausse de la croissance de 
la productivité du travail, les cotts 
unitaires de main-d’ceuvre ont baissé 
dans l’ensemble. 

En juin et en aotit, la Réserve fédé- 
rale des Etats-Unis a relevé de 
_____| 25 points de base le taux du finance- 

ment a un jour dans le but de prévenir 


| Indice des prix a la consommation | 
Taux de variation sur douze mois 


. IPC global 


IPC hors alimentation, 
énergie et effet des 6 

impots indirects 
Fourchette cible 
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risque d’une montée des pressions 
inflationnistes aux Etats-Unis et les ré- 
percussions que cela pourrait avoir 
pour le Canada. Le deuxieme est le dy- 
namisme de la demande de biens et 
services canadiens au pays et a l’étran- 


l’éclosion de pressions inflationnistes, 
compte tenu des tensions observées 
sur le marché du travail et de la 
vigueur persistante de la demande. 
Cependant, comme |’inflation mesurée 
par l’indice de référence au Canada se 


situait dans la moitié inférieure de la 
fourchette cible et qu’une marge de 
capacités inutilisées subsistait dans 
économie, la Banque du Canada a 
maintenu son taux d’escompte a 
4,75 %. Les taux du marché monétaire 
canadien se sont néanmoins inscrits en 
hausse en raison des relévements 
effectifs ou anticipés des taux d’inté- 
rét A court terme aux Etats-Unis et 
des attentes sur les marchés d’une 
augmentation des taux au Canada. 


ger, conjugué a l’incertitude entourant 
les estimations de la production poten- 
tielle. En raison de ces facteurs, la 
Banque devra surveiller de trés pres 
une vaste gamme d’indicateurs simul- 
tanés et avancés des pressions s’exer- 
cant sur l’inflation pour pouvoir 
intervenir en temps opportun. 
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Le PIB réel du Canada a cri de 4 % 
environ (en chiffres annualisés) du- 
rant les trois premiers trimestres de 
1999. 

Au cours des six derniers mois, 
l’inflation mesurée par l’indice de réfé- 
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Indice des prix des produits de base de la Banque du Canada 
” 1982-1990 = 100, en dollars E.-U. (sauf indication contraire) 
1 


130 130 


Produits non 


rence (IPC hors alimentation, énergieet | '” Ceres ae 
effet des modifications des imp6ts in- ts _ 
directs) a augmenté pour se rappro- | [— a | ioe 
cher du milieu de la fourchette visée = %[—) 5 oa or ae vies rod vs Pa ae 
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notamment la dépréciation passée du 


Le cours du dollar canadien a fluc- 
tué entre 66 et 68 cents E.-U. pendant la 
majeure partie de la période. L’existence 
d’écarts négatifs entre les taux 
d’intérét a court terme canadiens et 
amé€ricains a exercé des pressions a la 
baisse sur notre monnaie, mais celle-ci 
a été soutenue par le redressement des 
marchés des produits de base, l’amé- 
lioration de la balance courante et 
le raffermissement des perspectives 
économiques. 

Les rendements obligataires ont 
cra davantage au Canada qu’aux 
Etats-Unis, et les écarts négatifs ont 
disparu dans une large mesure. Le re- 
levement des rendements obligataires 
au pays s’est aussi traduit par une 
hausse des taux hypothécaires. 
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La forte reprise que connaissent les 
pays a marché émergent d’Asie 
devrait se poursuivre, et on pense 
maintenant que l’économie du Japon, 
quoique toujours fragile, pourrait en- 
registrer une croissance positive cette 
année et l’an prochain. Dans la zone 
euro, on s’attend a ce que le rythme de 
l’activité s’accélere au cours des dix- 
huit prochains mois. 

Aux Etats-Unis, l’expansion éco- 
nomique devrait demeurer robuste 
jusqu’a la fin de l’année, mais on pré- 
voit qu’elle décélérera sensiblement 
pour adopter une cadence plus sou- 
tenable en l’an 2000. Bien que le 
taux d’inflation hors alimentation et 
énergie dans ce pays se soit maintenu 
récemment aux alentours de 2%, 
plusieurs signes donnent a penser 
qu'il risque d’augmenter; ces risques 
sont notamment la demande excéden- 
taire persistante sur les marchés 
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Structure des taux d’intérét selon l’échéance 
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du travail, la dépréciation du dollar 
amé€ricain et le renchérissement des 
matieres premieres. 

Les prix des produits de base non 
énergétiques devraient reprendre leur 
remontée l’an prochain, 4 mesure que 
la demande mondiale continuera de 
progresser. Quant aux cours du pétrole 
brut, dont les hauts niveaux actuels 
expliquent la hausse récente de 1’IPC 
global, ils devraient reculer aprés que 
les principaux producteurs auront 
intensifié leur production. 

Ces tendances internationales, 
conjuguées a l’essor de la dépense des 
entreprises et des ménages canadiens, 
ont poussé la plupart des prévision- 
nistes a réviser a la hausse leurs pro- 
nostics concernant l’expansion de 
l’activité au Canada. Les plus récentes 
prévisions du secteur privé concernant 
la croissance du PIB réel s’établissent 
désormais en moyenne a 3,6 % pour 
cette année et a 2,9 % pour l’année pro- 
chaine. La Banque estime que l’avance 
de la production au Canada se situera 
pour cette année aux alentours de 3,75 %; 
ce taux constitue la limite supérieure 
de la plage annoncée au printemps 
dernier. Avec le ralentissement atten- 
du de l’activité économique aux 
Etats-Unis, la Banque prévoit que le 
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taux de croissance de l’é€conomie cana- 
dienne se situera entre 2,75 et 
3,75 % en l’an 2000. 

Cette projection, combinée aux es- 
timations de la production potentielle 
obtenues a l’aide des techniques tradi- 
tionnelles, donne a penser que l’écono- 
mie canadienne pourrait fonctionner 
l’an prochain aux limites de sa capacité 
de production ou légérement au dela. 
Etant donné que le niveau projeté de 
l’activité avoisine le niveau auquel se 
trouverait la production potentielle en 
I’an 2000 selon nos estimations et a 
cause de la marge d’incertitude qui en- 
toure celles-ci, la Banque a commencé 
a accorder davantage d’importance a 
l’évolution d’une vaste gamme d’indi- 
cateurs pour pouvoir évaluer, de ma- 
niere plus approfondie, le degré des 
pressions qui s’exercent sur les prix et 
sur la capacité de production (voir 
la Note technique 4 dans la version 
complete du Rapport). 

Dans l’ensemble, nos analyses in- 
citent a croire que l’inflation mesurée 
par l’indice de référence demeurera, 
au cours des dix-huit prochains mois, 
pres du point médian de la fourchette 


cible de maitrise de l’inflation visée 
par la Banque, qui va de 1a3%. En 
outre, les prix mondiaux du pétrole 
n’étant plus soumis a des pressions a la 
hausse, l’inflation mesurée par |’IPC 
global devrait baisser durant cette 
période pour s’établir au méme niveau 
que l’inflation mesurée par l’indice de 
référence. 

Toutefois, d’importants risques 
pésent sur nos prévisions. I] est en effet 
possible que la demande de produits 
canadiens se renforce tant au pays 
qu’a l’étranger et que des pressions 
inflationnistes se manifestent aux 
Etats-Unis. Afin que la tendance de 
l’inflation se maintienne au bas niveau 
sur lequel s’appuient nos prévisions, la 
Banque doit se tenir préte a modifier 
les conditions monétaires en temps op- 
portun. Le défi qu’elle devra relever 
sera d’estimer avec soin, a l’aide de 
tous les indicateurs simultanés et 
avancés a sa disposition, le moment ou 
de telles modifications s’avéreront 
nécessaires. Une recrudescence de 
l’inflation au Canada compromettrait 
les chances que I’expansion soit durable. 


Le Rapport sur la politique monétaire de la Banque du Canada est publié deux fois l’an. Pour recevoir des 


exemplaires du rapport au complet ou du Sommaire, veuillez communiquer avec le Service de la diffusion 


des publications, Services de communication, Banque du Canada, Ottawa (Ontario), Canada K1A 0G9. 
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Up to now, our inflation performance has been 
somewhat better than we had expected . . . . This 
good inflation performance bodes well for the 
continued expansion of the Canadian economy. 
But what remains to be seen is whether this 
expansion will bring with it strong productivity 
gains for Canada similar to those witnessed in 
the United States. One thing is clear. The job of 
the Bank of Canada must be to keep inflation in 
Canada low and stable. Without that, we will be 
risking both the economic expansion and the 
potential productivity gains. 


— Gordon Thiessen 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better growth over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank to make more accurate judgments about the growth potential of the 
economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags—the impact on inflation from changes in monetary con- 
ditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, there is a good deal of movement in the CPI caused by 
transitory fluctuations in the prices of food and energy, as well as by 
changes in indirect taxes. For this reason, the Bank focuses on the CPI 
excluding food, energy, and the effect of indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 


VIR@U NTE IPARRSY © PSGrihisGe ¥ mReEsP GR’ T 


1. INTRODUCTION 


The global economy has shown greater strength than was 
anticipated at the time of the November Report. Growth in both 
the emerging-market and European economies has accelerated, 
and the pace of the economic expansion in the United States has 
increased even further. Japan, however, has not yet shared in this 
stepped-up activity. 

This strengthening pace of global economic expansion carries 
with it an increasing risk of potential inflation pressures. This is 
especially true for the United States, where there is mounting evi- 
dence that demand is pressing against supply, particularly in the 
labour market. In addition, because of the marked rise in world oil 
prices during the winter, the headline rate of consumer inflation 
increased sharply in most countries. 

Canada’s economic performance over the past six months has 
also exceeded expectations. Growth has been stronger than pro- 
jected, reflecting both the buoyancy of external demand and more 
vigorous domestic demand. The trend of inflation has been lower 
than expected, however, and has remained among the lowest in 
the major industrial countries. This low level of inflation is one of 
the main reasons why Canadian interest rates have stayed below 
comparable U.S. rates. 

These developments raise several key areas of uncertainty for 
the conduct of Canadian monetary policy in the period ahead. 
First, the momentum of demand in Canada from both interna- 
tional and domestic sources could continue to outpace expecta- 
tions. Second, a possible buildup of inflationary pressures in the 
United States could have implications for Canada. Third, the 
capacity of the Canadian economy to produce goods and services 
without adding to inflationary pressures may be higher than pre- 
viously thought. 


This report includes information received to 1 May 2000. 


The pace of global eco- 
nomic expansion has 
strengthened ... 


... bringing with it 
increased risk of potential 


inflation pressures 


The Canadian economy 
has outperformed expe 
tations. 


2. RECENT DEVELOPMENTS IN INFLATION 


rhe reduction in core Since last autumn, core inflation (CPI excluding food, energy, 
inflation over the and the effect of changes in indirect taxes) has moved down 
past six months was within the lower part of the Bank’s inflation-control target range. 
unexpected... This decline was not anticipated. At the time of the November 


1999 Report, core inflation was expected to increase to the mid- 
point of the 1 to 3 per cent target range in the first quarter of 2000. 
The substantial jump in energy prices moved the rate of increase 
in the total CPI sharply higher to the upper end of the target range. 


Inflation and the target range 


The 12-month rate of increase in the core CPI was 1.5 per cent 
in March, compared with 1.9 per cent last September (Chart 1). 
Other statistical measures of the trend rate of inflation are 
around the level of core inflation (Chart 2). 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


CPI excluding food, energy, 
and the effect of indirect taxes 
Target range 


1991 1992 Roos 1994 1995 1996 1997 1998 1999 2000 


® Midpoint of the inflation-control target range 


and resulted from a This recent decline in core inflation can be explained largely 
number of factors. by developments in several components of household spending. 
Over the past year, prices for most imported non-energy consumer 

goods and services declined as a result of the appreciation of the 

Canadian dollar and lower U.S. dollar prices for these items. Com- 

petitive pressures in the retail sector have also been intense, lead- 

ing to discounts on semi-durable consumer goods such as clothing 

and footwear, and, to a lesser extent, on durables such as automo- 

biles and household appliances. In addition, the possibility of less 
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Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 
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CPIWes 


Core CPI 


| ae 


1996 1997 1998 1999 2000 


* CPIX excludes the eight most volatile components from the CPI as well as the effect of 
indirect taxes on the remaining components. 

** CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 


pressure on capacity output than was previously expected appears 
to have played a role. 

Despite the decline in core inflation, the 12-month rate of 
increase in the total CPI rose from 2.6 per cent in September to 
3 per cent in March. This divergence reflects the impact of the dra- 
matic rise in energy prices on the total CPI (Technical Box 1). 

The hike in energy prices was caused primarily by the sharp 
run-up in crude oil prices over the past year that resulted from 
supply constraints by OPEC and several non-OPEC producers, and 
from rising global demand. Natural gas prices also rose, but less 
than oil prices. More recently, world prices for crude oil have 
fallen back somewhat from their first-quarter peak. 

Prices for many other non-agricultural commodities—notably 
base metals and pulp—have also moved up substantially, largely 
because of strengthening global demand. These increases, com- 
bined with higher oil prices, have caused the average U.S. dollar 
price of the major primary commodities produced in Canada (as 
measured by the Bank of Canada’s commodity price index) to rise 
by 32 per cent since the end of 1998 (Chart 3). This substantial 
recovery in the prices of Canada’s commodity exports also 
accounts for the marked rise in 1999 of the chain price index for 
GDP (a broad price measure of the goods and services produced in 
Canada), relative to the core CPI (Chart 4). 
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Chart 3 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


ew, 


Total index 


1992 1993 1994 1995 1996 1997 1998 1999 2000 


Chart 4 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Total CPI Chain price index 
for GDP 


Core CPI 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 
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Technical Box 1 


Rising Oil Prices: Implications for Inflation 


The large swings in crude oil prices over the past two years and their effect on the 
total CPI underscore the importance of focusing monetary policy on a measure of core 
inflation that looks through such volatile factors. With major production cutbacks and 
stronger world demand, crude oil prices rose, on balance, by about 80 per cent from 
just over US$14 per barrel in October 1998 to about US$25 per barrel in early April 
2000. This largely explains the substantial jump in both gasoline and fuel oil prices at 
the consumer level and, in turn, most of the recent rise in the rate of increase in the 
total CPI—from less than 1 per cent at the beginning of 1999 to 3 per cent currently. 

Prices for gasoline and fuel oil are highly sensitive to fluctuations in the interna- 
tional supply of and demand for crude oil. Changes in these prices are the most 
important first-round effect on the CPI from variations in crude oil prices. Swings in 
crude oil prices can also have first-round effects on the core CPI because energy costs 
represent an important share of the total costs of activities such as air and truck trans- 
portation and the manufacture of plastic products. Along with such cost-based effects 
on the core CPI, there could be second-round influences on wages and other prices if 
these first-round effects feed into expectations of higher ongoing inflation. 

To date, the first-round effects on the core CPI of the increase in crude oil prices 
appear to have been small. As of March, the estimated impact on the core CPI is less 
than 0.1 per cent (mainly air fares), because of such factors as long-term contracts, the 
continued intense degree of competition in the retail sector, and the difficulty of pass- 
ing on higher costs in the form of price increases. This contrasts with the estimated 
long-run effect on the level of the core CPI of a permanent 80 per cent increase in oil 
prices (if there is full pass-through into consumer prices and no further major changes 
in oil prices) of 0.5 to 0.7 per cent. This longer-term effect would likely be spread over 
a period of more than one year. Moreover, in the current competitive environment, 
this long-run estimate should be considered an upper limit, since firras would be 
expected to achieve some cost savings through substitution towards cheaper sources 
of energy and by economizing on energy use. 

By excluding energy prices from the core CPI, monetary authorities can better 
assess the underlying trend of inflation and, therefore, of future movements in infla- 
tion.! By focusing on a core inflation measure, the Bank has made it clear that it is 
prepared to accommodate the first-round effects of short-term movements in crude oil 
prices on the total CPI. Second-round effects, however, will not be accommodated. In 
the current circumstances, the impact of the sharp increase in crude oil prices on the 
total CPI appears to have been restricted to first-round effects. However, the Bank will 
be watching closely for significant evidence of broader second-round effects. If crude 
oil prices remain near $US25, or fall further, the Bank expects that the total CPI will 
start to move down towards the core rate during the second quarter of this year. 


1. A similar principle of exclusion, or reduced weighting, of the more volatile CPI compo- 
nents is used to construct alternative statistical measures of trend inflation, such as CPIX and 
CPIW. Indeed, gasoline, fuel oil, and natural gas are three of the eight most volatile CPI compo- 
nents excluded from the CPIX measure. Also excluded from CPIX (but not from core CPI) is 
inter-city public transportation (mainly air fares), which is very sensitive to oil prices. 


Canada’s economic 
expansion strengthened in 
the second half of 1999 
and into early 2000... 


... led by faster export 
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Factors at work on inflation 


Aggregate demand 


The pace of Canada’s economic expansion continued to 
strengthen in the second half of 1999 and into early 2000, reflect- 
ing the extremely robust economic growth in the United States, 
further recovery in world commodity prices, and growing 
momentum in domestic demand. Real GDP in Canada rose at an 
annual rate of 5.0 per cent in the second half of 1999, after a gain 
of 4.3 per cent in the first half. For the first quarter of 2000, current 
information points to continued strong growth in a range of 
A tO. per cent: 

The vigorous expansion of U.S. aggregate demand and the 
highly competitive position of Canadian industry have contrib- 
uted to increased growth in export volumes, especially exports of 
finished goods such as machinery and equipment and automotive 
products. In addition, the recovery in commodity prices led to a 
resumption of growth in the volume of commodity exports. | 

The growth of household spending eased slightly in the sec- 
ond half of the year but, nevertheless, remained strong, reflecting 
increased consumer confidence and continued strong gains in real 
income (Chart 5). Indicators received to date also suggest that this 
momentum in household spending has carried forward into the 
first quarter of 2000. The substantial growth of real personal dis- 
posable income has largely reflected solid gains in employment, 
particularly for full-time positions (Chart 6). As a result, the 
unemployment rate has declined still further. Lower personal 
income tax rates and, to a smaller degree, the increase in personal 
wealth associated with the recent demutualization of Canadian 
life insurance companies, have also supported consumer confi- 
dence and household expenditures. 
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Chart 5 
Consumer Confidence Veanoreinea 
percentage change 

20 


Index of 
consumer attitudes * 
(left scale) 


Purchase of 
big-ticket items** 
(right scale) 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer durables plus housing 


Chart 6 


Employment 


Year-over-year percentage change 


Full-time 


With Canadian firms feeling confident about the economy and 
about their own financial prospects, investment in capital goods 
continued to grow substantially in the second half of 1999. Expen- 
ditures on machinery and equipment, as well as on structures, 
remained high. In particular, spending by the oil and gas sector 
rebounded considerably in the second half of 1999, following the 
sharp gains in crude oil and natural gas prices. Early indicators 
point to continued strong investment growth in the first quarter of 
2000. 
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Imports continued to show strong growth in the last six 
months of 1999 and in early 2000, mainly reflecting the rapid 
advance in domestic demand for import-intensive items such as 
machinery and equipment and motor vehicles. 

Canada’s current account position (in dollar terms) continued 
to improve during the second half of 1999 and was virtually in 
balance in the third quarter before it fell back into a small deficit 
at the end of the year. The overall improvement reflected a recov- 
ery in the terms of trade, chiefly because of rising commodity 
prices. This price advantage partly offset a reduction in the mer- 
chandise trade surplus in volume terms as imports continued to 
grow more briskly than exports. Early information suggests that 
the current account position is likely to have moved back into sur- 
plus in the first quarter, following both a rebound in the real trade 
balance and a further increase in the terms of trade. 


Cost control 


The Bank monitors a number of wage measures, each with its 
own limitations. Overall, these measures suggest that wage 
growth has accelerated somewhat but has remained at, or slightly 
below, what would be consistent with Canada’s average rate of 
productivity gains and the recent performance of trend inflation. 

The year-over-year increase in the average hourly wage 
(excluding overtime) for permanent workers, a relatively new 
addition to Statistics Canada’s Labour Force Information, has shown 
a moderately accelerating trend since late 1998. The year-over-year 
increase in the first quarter of 2000 was 3.2 per cent, up from 
3.0 per cent in the previous quarter. In contrast, another broad- 
based measure, the year-over-year increase in labour income per 
person-hour, was relatively stable in 1999—within a range of 1 to 
2 per cent. According to wage-settlement data, which cover only 
about 20 per cent of non-agricultural paid employment, the aver- 
age annual wage increase in the unionized private sector has been 
edging up since 1998, rising to 2.7 per cent in the last half of 1999 
from 2.3 per cent in the first half, with most of that increase com- 
ing from settlements in the automobile industry. Thus far in 2000, 
private sector settlements have averaged 2.8 per cent (for January 
and February) (Chart 7). Finally, a compensation survey by the 
Conference Board of Canada conducted in August and September 
1999 suggested that pay increases in 2000 would be somewhat 
lower than in 1999. Increases for the non-unionized private sector 
were projected to be 3.4 per cent compared with 3.6 per cent in 
1999. These projections may be revised upwards, however, 
because of the unexpected strength in the economy since the sur- 
vey was completed. 
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Output per person-hour recovered in 1999 from a very weak 
performance the previous year, rising by over 1 per cent from the 
fourth quarter of 1998 to the fourth quarter of 1999 (Chart 8). 
Combined with moderate increases in labour income per person- 
hour, this improvement in labour productivity resulted in a mod- 
est increase in unit labour costs of about 1 per cent in 1999— 
below the rate of core inflation. Spending by business in 1999 on 
machinery and equipment, especially computers, remained very 
strong, which bodes well for future productivity growth. 


Chart 7 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 
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* Source: Labour Force Information 
** Source: Human Resources Development Canada, last data point = January and February 2000 


Chart 8 
Unit Labour Costs and Labour Productivity 
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Estimated pressures on capacity 


Based on the Bank’s conventional measurement techniques, 
the Canadian economy was operating about one-half of one per 
cent below capacity in mid-1999. By year-end, these same tech- 
niques indicated that the economy was functioning close to three- 
quarters of one per cent above its production capacity. There is 
always considerable uncertainty associated with the measurement 
of potential output, as can be seen by the wide confidence band 
around the estimated gap (Chart 9). Because of this uncertainty, 
and because the economy is operating at such high levels, the 
Bank has stressed the need to look at a range of indicators to 
assess the degree of pressure on productive capacity. 


Chart 9 


Gross Domestic Product in Constant Dollars 
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* The shading around the 1998 and 1999 values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 


A number of these other indicators suggest that the Bank’s 
conventional measure of potential output has been underestimat- 
ing the economy’s ability to produce goods and services without 
adding to inflationary pressures. Most importantly, even with the 
unexpectedly rapid growth of the economy, core inflation in recent 
months has been lower than had been anticipated, and this cannot 
be fully explained by temporary special factors. In addition, 
despite the strong demand for exports, Statistics Canada’s data on 


1. At the time of the November Report, the economy was estimated to have 
been operating at about one-quarter of one per cent below potential output in 
mid-1999. The historical estimates of the output gap were updated following 
Statistics Canada’s upward revision to the level of GDP over the first half of 
1999 as well as the stronger-than-expected growth in GDP over the second half 
of the year. 
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unfilled orders do not point to any significant bottlenecks in pro- 
duction. The inventory situation also appears to be close to bal- 
ance. In labour markets, while there is some evidence that the rate 
of wage growth has accelerated, overall wage gains have thus far 
been modest relative to productivity growth and inflation, and 
participation rates have been rising. This suggests that labour 
markets are not as tight as would be indicated by the conventional 
measure of capacity output. 

At the same time, several other indicators point to the rapid 
absorption of production capacity. Statistics Canada’s measured 
rate of capacity utilization in the non-farm, goods-producing sec- 
tor increased in the second half of 1999, reaching the peak level 
achieved during the latter part of the 1980s. In addition, the unem- 
ployment rate fell to a 24-year low of just under 7 per cent in early 
2000, and reports of labour shortages have moved beyond the 
information technology sector to other occupations, including 
truck drivers and workers in the skilled manufacturing and con- 
struction trades. 

On balance, the full range of indicators suggests that the 
Bank’s conventional measure of capacity output has underesti- 
mated the amount of capacity in the Canadian economy. There- 
fore, the Bank’s overall judgment is that, as of the end of 1999, the 
economy had not yet moved into excess demand, but that it was 
rapidly absorbing capacity. 
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3. ACHIEVING THE INFLATION-CONTROL 
TARCETS 


The Bank of Canada raised the Bank Rate by 25 basis points 
(Chart 10) on both 3 February and 22 March, increasing the Bank 
Rate to 5.5 per cent and the target for the overnight interest rate to 
5.25 per cent. This action was taken to keep the future trend of 
inflation inside the Bank’s 1 to 3 per cent inflation-control range, 
so that the Canadian economy could continue to expand in a sus- 
tainable way. 


Chart 10 


Rates on 90-Day Commercial Paper, 
3-Month Treasury Bills, and the Bank Rate 
Daily 
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* As of February 1996, the Bank Rate has been the upper limit of the 50-basis-point operating band for 
the overnight rate. 


The Bank’s actions took into account the implications for Can- 
ada of increases in the U.S. Federal Reserve’s policy rates and of 
the strong demand pressures in the United States spilling over 
into Canada. In its policy announcement, the Federal Reserve 
underlined the risks of heightened inflation pressures in the 
United States in the foreseeable future as a result of unsustainably 
strong demand. Although cyclical conditions in Canada bear 
important similarities to those in the United States, there are some 
significant differences, and the Bank of Canada’s target for the 
overnight rate remains 75 basis points below the U.S. target rate 
for federal funds. 

Interest rate increases in both countries had been widely 
expected in financial markets. Indeed, it was thought that in the 
United States, monetary conditions would have been tightened 
somewhat earlier had it not been for the temporary provision of 
liquidity in anticipation of the year-2000 date change. In fact, 
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short-term market interest rates in Canada and the United States, 
having already risen in anticipation of the policy actions, were vir- 
tually unaffected by the rate announcements themselves. 

The yield curve has flattened considerably over the past six 
months, as medium- and, especially, long-term interest rates have 
fallen (Chart 11). Decreases in government borrowing require- 
ments have been an important reason for the decline in bond 
yields. Government bond markets in both Canada and the United 
States have been affected by actual and anticipated reductions in 
long-term government debt. This has resulted in thin markets, 
especially for the 30-year maturities, with occasional unusual price 
movements. The Government of Canada yield curve has devel- 
oped a hump, with yields on maturities at 3 to 10 years above the 
30-year yield. In the United States, the Treasury yield curve has 
inverted since November, and now has a negative slope. In con- 
trast, the yield curve for Canadian corporate bonds, which has 
been less affected by unusual supply factors, and which is indica- 
tive of the cost of borrowing in the private sector, has a normal 
positive slope. Even so, the overall strength of the fixed-income 
markets is underpinned by a high degree of confidence in long- 
term price stability. 


Chart 11 
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Demand for Canadian dollar assets has been evident in the 
exchange market as well as in the bond market. This is reflected in 
the relative firmness of the trade-weighted value of the Canadian 
dollar since November (Chart 12). This firmness stems from the 
recovery in natural resource markets, an improvement in the cur- 
rent account of the balance of payments, and growing expectations 
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of a sustained period of strong economic expansion. While the 
Canadian dollar has not strengthened vis-a-vis the buoyant U.S. 
dollar, it has risen sharply against overseas currencies. 


Chart 12 
Canadian Dollar Exchange Rate 
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Reflecting the rise in short-term market rates, the Bank’s mon- 
etary conditions index increased from a range of -7.0 to -6.0 in the 
second half of 1999 to -5.5 to -5.0 recently (Chart 13). 


Chart 13 


Monetary Conditions Index 
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4. [HE OUTLOOK FOR INFLATION 


In our analysis, the balance of forces continues to point to 
upward pressure on the core rate of inflation. However, several 
key uncertainties continue to surround this projection. 


International background 


The global economy has gained further momentum, with cur- 
rent growth rates in many parts of the world exceeding earlier 
expectations.” Emerging-market economies have contributed sig- 
nificantly to this stronger-than-expected growth, and prospects for 
this group are generally bright in 2000. The Asian economies that 
were at the centre of the 1997-98 financial crisis continue to solid- 
ify their recovery. Although growth in the Latin American econo- 
mies other than Mexico was weak in 1999, it is expected to 
improve substantially this year. 

Economic growth in both the euro area and the United King- 
dom accelerated in the second half of 1999 to about 3.5 per cent. 
Although a slightly slower pace of expansion is expected through 
2000, activity should remain solid. Headline inflation has risen in 
both areas, although higher energy prices (together with rising 
mortgage costs in the United Kingdom) appear to account for 
much of the recent increase. The European Central Bank (ECB) and 
the Bank of England have raised policy interest rates to counter 
the inflation risks from stronger demand and, in the case of the 
ECB, the decline in the external value of the euro. 

The outlook remains far more uncertain for Japan, where weak 
final domestic demand led to a second consecutive quarterly 
decline in real GDP in the fourth quarter of 1999. More recent indi- 
cators suggest that, despite the yen’s continued strength against 
other currencies, growth can be expected to improve in the first 
half of 2000, supported by the fiscal-stimulus package announced 
by the government last November. It is not yet clear, however, 
when a self-sustaining recovery based on private sector demand 
will take hold. 


2. The IMF, in its spring World Economic Outlook, anticipates global economic 
growth of 4.2 per cent in 2000 (following 3.3 per cent in 1999), 0.8 percentage 
points higher than projected in its previous Outlook (October 1999). 
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In the United States, growth in real GDP has continued to out- 
strip expectations, rising at an annual rate of over 7 per cent in the 
final quarter of 1999 and averaging 4.6 per cent through the year. 
This strong momentum has carried into the first part of 2000. (Pre- 
liminary data indicate first-quarter growth of 5.4 per cent.) Never- 
theless, some slowing in the pace of expansion is expected over 
the course of this year and in 2001, as the growth of consumer 
expenditures weakens in response to low personal savings rates 
and to recent and prospective increases in interest rates. Volatility 
in the equity market may also dampen consumer optimism. U.S. 
core inflation (which excludes food and energy prices) has moved 
above 2 per cent. Strong productivity gains, however, have helped 
to contain overall cost and price pressures. 

Despite this generally favourable performance, the high level 
of resource utilization and the rapid pace of aggregate demand 
growth in excess of the growth of potential output continue to 
pose a potential inflation risk. Consequently, U.S. monetary 
authorities have gradually raised official interest rates. While the 
expansion of the U.S. economy is expected to slow from the cur- 
rent unsustainable rates, it is uncertain how quickly this will 
occur. What seems clear, however, is the need for the pace of U.S. 
economic expansion to slow to rates close to, or below, growth in 
potential output. 

Another imbalance in the U.S. economy, reflecting the unsus- 
tainably high levels and growth of demand relative to supply, is 
the large current account deficit. Some narrowing of the current 
account deficit can be expected as the U.S. economy slows and 
overseas economies continue to recover, but a significant reduc- 
tion is unlikely without a depreciation of the U.S. dollar over the 
medium term. 

Crude oil prices rose sharply through the first quarter of 2000. 
They then fell back following announced production increases by 
OPEC in April. Oil prices are expected to stabilize, or even drop 
slightly further, during the course of this year. In contrast, prices 
for non-energy commodities should continue to firm as a result of 
the vigorous growth in global demand. 
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Aggregate demand and supply in Canada 


While U.S. economic growth is projected to slow this year 
from its recent torrid pace, it is still expected to remain relatively 
robust at around 4 per cent (fourth quarter over fourth quarter). 
This, together with the considerable strengthening of commodity 
prices and strong domestic demand, augurs well for vigorous eco- 
nomic growth in Canada this year. With economic activity in the 
United States at levels already high relative to capacity, the Bank 
expects the U.S. economy to slow further in 2001 to below poten- 
tial growth (currently estimated by Bank staff to be about 3.25 per 
cent) in order to address the imbalances highlighted above. This 
projected profile for U.S. growth contributes importantly to a 
slowing of the Canadian economy in 2001. 

The expected deceleration of the U.S. economy, in addition to 
reduced stimulus from the earlier depreciation of the Canadian 
dollar, should begin to ease export growth some time this year. 
Stronger activity in many of Canada’s other trading partners and 
higher commodity prices should offset this effect somewhat. 
Import growth is also expected to moderate this year, as domestic 
demand for import-intensive goods slows. 

Further gains in employment, federal pay-equity settlements, 
and reductions in personal income taxes are expected to support a 
high level of consumer confidence and strong growth in house- 
hold spending. Recent equity market volatility, however, may add 
an element of caution to consumer spending plans. 

After a strong advance in 1999 that was partly driven by con- 
cerns about year-2000 readiness, business investment is expected 
to remain at high levels this year, given expectations of solid 
growth in external and domestic demand and substantial cash 
flows from commodity production. Moreover, investment could 
continue to advance rapidly since resources that were devoted to 
dealing with year-2000 concerns can now be redirected towards 
adding to capacity. 

The February 2000 federal budgetary expenditures are slightly 
more expansionary than the fiscal outlook presented in the 
November 1999 Economic and Fiscal Update. The additional spend- 
ing is expected to be spread out over 2000 and 2001. 

The latest consensus among private sector forecasters for real 
GDP growth (on an average annual basis) has been revised 
upwards considerably—to 4.1 per cent for 2000, from 2.9 per cent 
at the time of the November Report. For 2001, the latest consensus 
forecast calls for real GDP growth of 3.1 per cent. 
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Taking into account the upward revision to growth in 1999 as 
well as recent data, the Bank projects output growth in Canada in 
2000 of about 4 to 4.5 per cent. This projection, together with a 
growth in potential output, based on the Bank’s conventional esti- 
mate, in a range of 2.5 to 3.0 per cent, implies the likely emergence 
of excess demand pressures in the Canadian economy in 2000. 
Thus, to avoid a buildup of inflationary pressures, economic 
growth will need to slow to a rate close to that of potential output 
in 2001. Such an outcome would entail a combination of a slow- 
down in the U.S. economy and some moderation in domestic 
spending growth in Canada. 

In projecting demand pressures in 2001, the Bank must con- 
sider not only the issue of the current level of potential output, but 
also the uncertainty regarding the growth rate of capacity output 
going forward. The increased intensity of private and public sector 
restructuring in the 1990s, the recent high levels of investment in 
machinery and equipment, and the potential for the marked accel- 
eration in U.S. labour productivity to spill over into Canada, all 
suggest a possible rise in the future rate of productivity growth in 
Canada. However, the size and timing of any such increase is even 
more uncertain than estimates of the current level of capacity 
(Technical Box 2). The Bank will therefore be carefully monitoring 
all possible indicators of capacity and the degree of pressure on 
capacity to see whether there is evidence of a higher growth of 
potential output. But until such evidence is available, the Bank 
will be taking a prudent approach to projecting potential output. 


3. In the Bank’s February Update, real GDP growth this year was expected to be 
near the top of the 2.75 to 3.75 per cent range projected in the November 
Report. 
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Technical Box 2 
Productivity in Canada and the U.S. Experience 


Since 1995, annual growth in real activity in the United States has averaged about 4 per 
cent, while inflation has remained low. Observers have noted that this exceptional perform- 
ance was accompanied by a rebound in the growth of labour productivity, which has helped 
to restrain costs. Over this period, output per hour in the business sector rose by about 2.5 per 
cent per year, almost twice the rate registered over the preceding 20 years. In contrast, the 
average annual rate of growth in output per hour in Canada’s business sector has been 
slightly less than 1 per cent since 1995—little changed since the mid-1970s. 

One explanation for this recent difference in productivity performance is that economic 
activity in the United States has been operating near capacity for considerably longer than it 
has here in Canada, and this has led to stronger investment in machinery and equipment in 
the United States. A second explanation is that innovations in information technology are 
being introduced more quickly in the United States than here. A third explanation is that 
much of the higher productivity growth in the United States has been concentrated in the 
high-technology electrical and electronic products and industrial machinery industries, and 
these particular industries account for a considerably larger share of aggregate output in the 
United States than in Canada. Finally, the recent treatment of all software purchases as invest- 
ment in U.S. GDP (but not in the Canadian data) accounts for some of the difference in pro- 
ductivity growth between the two countries.! 

There is, nonetheless, room for optimism that productivity and hence output growth in 
Canada will increase. As the benefits of advances in information technology in U.S. industry 
diffuse to other industrial countries, Canadian firms should share in the widespread effi- 
ciency gains associated with the exploitation of these new technologies. The likelihood of a 
rise in productivity growth in Canada is increased by the strong gains in business investment 
in machinery and equipment in recent years, since new equipment tends to incorporate tech- 
nological advances. In addition, with labour and product markets tightening, the return in 
terms of higher productivity from the private and public sector restructuring undertaken in 
the past decade may become more evident.” 

However, the size and timing of a rise in productivity growth in Canada are highly 
uncertain. Given the usual volatility in aggregate productivity statistics, it may be several 
years before it can be said with some confidence that there has been a rise in the trend rate of 
productivity growth in Canada. In the meantime, the Bank will monitor the behaviour of 
inflation and other indicators to gauge the degree of pressure on capacity. 


Growth of Output per Person-Hour: Non-Farm Business Sector 
(Average annual percentage change) 
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Source: Statistics Canada, U.S. Bureau of Labor Statistics 


1. Various price-measurement problems could affect the calculation of productivity growth, 
especially in a number of service industries (Maclean 1996). It is not, however, at all clear whether 
these measurement problems are more severe in Canada than in the United States. 

2. See Kuszczak and Dion (1997-1998). 
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Measures of inflation expectations 


In the regular survey reported in the Conference Board’s 
spring Index of Business Confidence, 53 per cent of respondents 
reported that they expect prices, in general, will increase over the 
next six months at a rate of 2 per cent or less, and 92 per cent 
expected a rate of 3 per cent or less (Chart 14). The proportion of 
respondents expecting 2 per cent or less is down considerably 
from last autumn, likely reflecting the recent impact of higher 
world oil prices on the total CPI. As well, some 92 per cent of the 
firms surveyed in March by the Bank of Canada’s regional repre- 
sentatives expect CPI inflation to remain in the 1 to 3 per cent 
range this year. The average private sector forecast for the rate of 
increase in the total CPI is 2.3 per cent in 2000 (up from 2.0 per cent 
last autumn) and 2.1 per cent for 2001. These upward revisions 
largely reflect higher energy prices. Typical forecasts of longer- 
term inflation are between 1.7 and 1.9 per cent, depending on the 
horizon (Chart 15). 

Over the past half-year, the yield differential between conven- 
tional bonds and Real Return Bonds has tended to vary with the 
fluctuations in nominal yields but has remained near 2 per cent 
(with the yield on Real Return Bonds being relatively stable). For 
various reasons, it cannot be inferred that long-term inflation 
expectations are exactly at this level, but, nevertheless, it is reas- 
suring that the differential has stabilized near the centre of the 
inflation-control target range. 


Chart 14 
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Chart 15 
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Other factors affecting inflation 


The first-quarter run-up in crude oil prices (which was par- 
tially reversed in April) is not expected to significantly affect the 
core CPI. To date, only air fares have reacted to the rise in energy 
prices, but we may still see some evidence of pass-through in 
other components of core inflation (see Technical Box 1). The size 
of these first-round effects will depend on how long high oil 
prices persist as well as on overall market conditions in the 
economy. 

Wage increases will likely stabilize at around 3 per cent this 
year, consistent with the expectations reported by a number of 
national compensation surveys. With the strong investment in 
machinery and equipment experienced through 1999 and increas- 
ingly tight labour markets, productivity growth is expected to rise 
in 2000. As a result, unit labour costs should continue to rise only 
modestly (excluding the one-time effect of the federal pay-equity 
settlements on labour income). 

The appreciation of the Canadian dollar since the beginning of 
1999 should help to restrain inflation during 2000. 


Other indicators of inflation pressures 


With record sales, the year-over-year rise in prices for existing 
housing (based on the Royal LePage index) gained momentum 
during 1999, reaching 6.1 per cent in the fourth quarter. The year- 
Over-year increase in new home prices, while still moderate at 
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2.1 per cent in February, has also picked up significantly since last 
autumn as a result of higher costs for construction materials. 
These indicators, as well as the declining apartment vacancy rate, 
suggest that some tightness is emerging in the housing market. 


Monetary and credit indicators 


The growth of the narrow monetary aggregates has accelerated 
since November (Chart 16).* This robust expansion would indicate 
a buoyant trend in total spending, since these aggregates have 
been good indicators of real GDP (Chart 17). Their recent growth 
would suggest increases in real GDP at a 4 to 5 per cent rate in the 
first half of 2000. This estimate is based on the view that part of 
the recent increase in investment dealer accounts, which has 
boosted narrow money growth, will not translate into stronger 
real GDP growth. 


Chart 16 


Narrow Money Growth 
Year-over-year percentage change 


Gross M1 


1991 1992 1993 1994 1995 1996 1997 1998 1999 


Although narrow money is not expected to continue growing 
at its recent rapid pace, the current surge in money growth raises 
the possibility that core inflation might move into the upper half 
of the Bank’s target range next year. 

Another indicator of the trend of inflation is the very broad 
aggregate M2++. Despite some acceleration in the second half of 
1999, this aggregate has remained on a fairly steady growth path 
over the past several years, one that is historically in line with 


4. For more information on 1999 developments in monetary aggregates, see 
the article by Joseph Atta-Mensah in the spring 2000 issue of the Bank of Can- 
ada Review. 
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Chart 17 
Real GDP Growth and Growth of Real Gross M1 and M1+ 


Annual rates 
GDP 


(quarter/quarter) 
(right scale) 


Gross M1* 
(left scale) 


V M1+* 
(left scale) 


199] 1992 1993 1994 1995 1996 1997 1998 1999 2000 


* Two-quarter moving average of growth in gross M1, M1+ (deflated by the core CPI), one quarter 
earlier 


Chart 18 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
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(left scale) 
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inflation remaining in the 1 to 3 per cent range (Chart 18). For 
example, during the 1990s, broad money often grew at similar, or 
even higher, rates with no inflationary consequences. 

Household and business credit exhibit contrasting patterns. 
The growth of household credit has expanded steadily at a rate of 
6 to 7 per cent for some years. On the other hand, growth in busi- 
ness borrowing declined in 1998 and 1999—from a double-digit 
rate to about 5 per cent. Although investment outlays are strong, 
businesses have ample funding from retained earnings and, hence, 
there is no strong demand for external financing. 
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Household credit is 
expanding steadily, while 
businesses currently have 
no significant demand for 
external financing. 
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The behaviour of money and credit aggregates thus suggests 
an ample supply of liquidity which, for the time being, may still 
be appropriate, but which must be carefully assessed in the period 
ahead. 


Inflation projection 


Overall, two fundamental factors are expected to put upward 
pressure on core inflation over the next 18 months. First, longer- 
term inflation expectations are close to 2 per cent—about 0.5 per 
cent above the current level of core inflation. Second, with output 
growth projected to be about 4 to 4.5 per cent in 2000, capacity 
pressures in product and labour markets are expected to emerge. 
Mitigating these upward pressures on the core CPI will be the 
pass-through effects from the recent appreciation of the Canadian 
dollar to lower import prices and the modest expected increases in 
unit labour costs. 

On balance, with some demand pressures emerging this year, 
the Bank sees core inflation rising gradually towards the mid- 
point of the inflation-control range. As noted previously, for the 
core rate of inflation to remain close to the midpoint in 2001, some 
deceleration in the growth of overall aggregate demand in Canada 
relative to production potential will be required. 

PI inflation is The rate of increase in the total CPI is expected to move down 
cted to decline towards core inflation, but how quickly this happens will depend 


wards the rate of importantly on movements in crude oil prices. If crude oil prices 
> inflation. remain near $US25, the increase in the CPI should start to move 


towards the core rate during the second quarter of this year. 
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5, CONCLUSIONS 


During the past six months, the Canadian economy outper- 
formed expectations. Aggregate demand, output, and employment 
grew more rapidly than expected, while core inflation remained 
low, below projected levels. This combination of developments has 
led the Bank to conclude that at the end of 1999 the productive 
capacity of the Canadian economy was higher than conventional 
estimation techniques had been suggesting and that the economy 
was not yet in excess demand. 

At the same time, however, the robust pace of expansion 
through the second half of 1999 and into 2000 was rapidly absorb- 
ing productive capacity, and some early signs of pressures on 
capacity limits had begun to emerge. 

Given this strong momentum of demand, the Bank has raised 
its projection of economic growth this year to a range of 4 to 
4.5 per cent. At this pace, capacity pressures will intensify. This, in 
turn, is expected to raise the core rate of inflation to close to the 
midpoint of the Bank’s 1 to 3 per cent inflation-control target 
range. For the core inflation rate to remain steady near 2 per cent 
during 2001, some deceleration in the overall pace of economic 
expansion in Canada or a more rapid expansion of productivity 
and of production capacity would be required. 

The main risks to this outcome are the possibility of stronger- 
than-expected momentum of aggregate demand from both U.S. 
and domestic sources as well as the possibility of a potential 
increase in inflation pressures in the United States. While capacity 
output in Canada may be higher than expected over this projec- 
tion period, the Bank is inclined to take a cautious approach to 
projecting a permanently higher rate of potential growth. 

The challenge for monetary policy will be to carefully assess 
the balance between aggregate demand and supply in these cir- 
cumstances of strong growth and high levels of activity, and to 
adjust monetary conditions in a timely manner in order to pre- 
serve the low trend of inflation that has been benefiting the Cana- 
dian economy. 
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Summary 


olstered by vigorous domestic 

demand and stronger-than-ex- 

pected global economic 
growth, Canada’s economy has out- 
performed expectations since last 
November's Report. 

The U. S. economy has continued 
to soar, and the pace of activity in Eu- 
ropean economies and emerging mar- 
kets has also accelerated. This 
stronger global economic momentum 
carries with it an increasing risk of po- 
tential inflation pressures. This is es- 
pecially true in the United States, 
where levels of resource utilization 
are high and aggregate demand 
growth continues to exceed the 
growth of potential output. The up- 
surge in world oil prices has also fed 
into higher headline rates of inflation 
in most countries. 

Canada’s economic performance 
over this period has been positive, 
with robust growth and a trend rate 
of inflation that is among the lowest 
in the industrialized countries. Our 
low inflation has helped to keep in- 
terest rates below those of the Unit- 
ed States. 

These developments raise three 
key areas of uncertainty for the 
conduct of Canadian monetary 
policy. First, the momentum of 


demand in Canada from both interna- 
tional and domestic sources could 
continue to outpace expectations. 
Second, a buildup in inflationary 
pressures in the United States could 


Highlights 


e The Bank has raised its projection for 
Canadian economic expansion this 
year to a range of 4 to 4.5 per cent. 


Given the momentum of aggregate 
demand and high levels of activity, 
core inflation is expected to rise 
gradually this year to close to 

2.0 per cent. 


An important risk is the possibility 
that demand in Canada from both 
international and domestic sources 
will continue to outpace expectations. 


Although capacity output may also 
be higher than expected, the Bank is 
taking a cautious approach to 
projecting potential growth. 


In these circumstances, the Bank must 
carefully assess the balance between 
aggregate demand and supply, and be 
ready to adjust monetary conditions in 
a timely manner. 
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Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes 


Target range 


1991 1992 1993 1994 1995, 1996 1997 1998 1999 2000 


® Midpoint of the inflation-control target range 


have implications for Canada. Third, 
the capacity of the Canadian economy 
to produce goods and services with- 
out adding to inflationary pressures 
may be higher than previously 
thought. 


Recent Developments 


Canada’s real GDP rose at an an- 
nual rate of 5.0 per cent in the second 
half of 1999, compared with 4.3 per 
cent in the first half. Current informa- 
tion points to a continuation of this 
strong forward momentum in 2000. 
For the first quarter of this year, the 
available information suggests GDP 
growth of between 4 and 5 per cent, 
with full-time employment up nearly 
4.5 per cent. 

The last six months have also seen 
an unexpected decline in core infla- 
tion. The core CPI (CPI excluding food, 
energy, and the effect of changes in 
indirect taxes) was 1.5 per cent in 
March compared with 1.9 per cent 
last September. Some of this decelera- 
tion resulted from intense retail 
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competition and from the apprecia- 
tion of the Canadian dollar, which 
lowered prices for most imported 
non-energy consumer goods and 
services. 

At the same time, substantially 
higher energy prices have pushed the 
total CPI to 3.0 per cent. 

Wage growth has _ increased 
somewhat since mid-1999, but re- 
mains modest relative to productivity 
gains and inflation. The recent in- 
crease in investment by businesses in 
machinery and equipment, particu- 
larly computers, bodes well for future 
productivity growth. 

Based on the Bank’s conventional 
measures, the Canadian economy 
appeared to be operating above its 
estimated capacity output at the end 
of 1999. Because of the uncertainty 
that surrounds these estimates, we 
have stressed the need to look at a 
range of indicators of pressures on ca- 
pacity. Some of these indicators, 
which include the unexpectedly low- 
er rate of core inflation, suggest that 
the Bank’s conventional measures 


Employment 
Year-over-year percentage change 


Full-time 
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may have been underestimating the 
economy’s ability to produce goods 
and services without adding to infla- 
tionary pressures. 

On balance, based on the full 
range of indicators, it is the Bank’s 
judgment that the economy, as of the 
end of 1999, had not yet moved into a 
position of excess demand but that it 
was rapidly absorbing capacity. 

To ensure that the stronger-than- 
expected momentum of aggregate de- 
mand did not risk placing undue 
pressure on the economy’s produc- 
tion capacity, and thus on inflation, 
the Bank raised the Bank Rate by 
25 basis points on both 3 February 
and 22 March, moving the Bank’s tar- 
get overnight lending rate to 5.25 per 
cent. These actions also took into ac- 
count the implications for Canada of 
increases in the U.S. Federal Reserve’s 
target rate for federal funds as well as 
the implications of the strong demand 
pressures in the United States spilling 
over into Canada. Having already an- 
ticipated these policy actions, money 
markets in both countries were large- 
ly unaffected by the moves. 

The trade-weighted value of the 
Canadian dollar has remained 
relatively firm, reflecting Canada’s 
positive economic fundamentals. 
Combined with the rise in short-term 
interest rates, this has tightened over- 
all monetary conditions. 


The Outlook for Inflation 


The U.S. economy has continued 
to steam ahead. Real GDP growth av- 
eraged 4.6 per cent over the four quar- 


Real GDP Growth and Growth 
of Real Gross M1 and M1+ 


Annual rates 


GDP 
(quarter/quarter) 
(right scale) 


y 


Gross M1* 
(left scale) 


M1+* 
(left scale) 


1991 1992 1993 1994 1995 


* Two-quarter moving average of growth in gross M1, M1+ (deflated by the 
core CPI), one quarter earlier 


1996 1997 1998 1999 2000 


ters of 1999, and this forward 
momentum has carried into the new 
year. The high level of resource utili- 
zation and the underlying rate of 
growth of aggregate demand relative 
to potential output continue to pose a 
possible inflation risk. In response, 
the U.S. monetary authorities have 
been gradually raising interest rates. 
While price and cost pressures have 
so far been contained, there is a clear 
need for the pace of growth of the U.S. 
economy to slow to rates close to, or 
below, the growth of potential output 
as we progress through this year and 
into 2001. 

This buoyant U.S. picture, com- 
bined with Canada’s high levels 
of business investment and solid 
employment gains, augurs well for 
continued strong economic growth 
in Canada this year. The rapid growth 
of the narrow monetary aggregates 
reinforces this view. 

Given this strong momentum of 
aggregate demand, the Bank has 
raised its projection of growth for the 


' 
| 
i 
| 
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Canadian economy this year to a 
range of 4 to 4.5 per cent. At this pace, 
capacity pressures will intensify. 
Therefore, core inflation is expected 
to rise close to the midpoint of the in- 
flation-control target range. For the 
core inflation rate to remain steady 
near 2 per cent, some deceleration in 
the overall pace of economic expan- 
sion in Canada will be required dur- 
ing 2001. This would entail a 
combination of a slowdown in the 
U.S. economy and some moderation 
in the growth of domestic spending in 
Canada. 

The rate of increase in the total CPI 
is expected to move down towards 
core inflation. On the assumption that 
world prices for crude oil remain near 
US$25 per barrel, this movement 
should begin in the second quarter of 
this year. 

The main risks to this outlook are 
the possibility of continued stronger- 
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than-expected momentum of aggre- 
gate demand from both the U.S. econ- 
omy and domestic spending as well 
as the possibility of a potential in- 
crease in inflation pressures in the 
United States. While capacity output 
in Canada may be higher over the 
projection period than expected, the 
Bank is inclined to take a cautious ap- 
proach to projecting a permanently 
higher rate of potential growth. 

The challenge for monetary poli- 
cy will be to carefully assess the bal- 
ance between aggregate demand and 
supply under these circumstances of 
strong demand growth and high lev- 
els of activity. To preserve the low 
trend of inflation that has been bene- 
fiting the Canadian economy, the 
Bank must be ready to adjust mone- 
tary conditions in a timely manner. 


or visit our Web site: http: //www.bank-banque-canada.ca 


Canada’s Monetary Policy Report is published semi-annually in May and November. Regular 
published in August and February. Copies of the full Report, the Summary, and the Update may 
ntacting: Publications Distribution, Communications Services, Bank of Canada, Ottawa, 
A OC 
[elephone: (613) 782-8248; e-mail: publications@bank-banque-canada.ca 
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timulée par la vigueur de la de- 

mande intérieure et la croissance 

économique plus vive que prévu 
a l’échelle mondiale, la tenue affichée 
par l’économie canadienne depuis la 
publication du Rapport de novembre 
dernier a dépassé toutes les attentes. 

L’essor de l’économie américaine 
s’est poursuivi, et le rythme de I’activi- 
té s’est accéléré également en Europe 
et dans les pays a marché émergent. 
L’accélération de l’expansion de 1|’éco- 
nomie mondiale a accru le risque 
d’une montée des pressions inflation- 
nistes. Cela est particuliérement vrai 
aux Etats-Unis, owt le niveau d’utilisa- 
tion des ressources est élevé et oti la 
croissance de la demande globale con- 
tinue d’excéder celle de la capacité de 
production. La flambée des cours 
mondiaux du pétrole a aussi contribué 
a faire grimper les taux d’inflation cités 
dans les manchettes dans la plupart 
des pays. 

La tenue de l’économie canadienne 
au cours de cette période a été bonne, 
grace a une forte croissance et a l’un 
des taux d’inflation tendancielle les 
plus bas au sein des pays industriali- 
sés. Notre faible niveau d’inflation 
nous a permis de maintenir des taux 
d’intérét inférieurs a ceux pratiqués 
aux Etats-Unis. 
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Faits saillants 


¢ La Banque a haussé ses prévisions du 


taux de croissance au Canada et estime 
maintenant qu’il se situera cette année 
a l’intérieur d’une plage de 4.4 4,5 %. 


Etant donné la vigueur de la demande 
globale et les hauts niveaux d’activité, 
on s’attend a ce que |’inflation mesu- 
rée par l’indice de référence monte 
graduellement cette année jusqu’a prés 
de 2%. 


Un des principaux facteurs de risque 
est la possibilité que la demande de 
biens et services canadiens au pays et 
a l’étranger continue de dépasser les 
attentes. 


Bien que les capacités de production 
puissent aussi étre plus élevées que 
prévu, la Banque se montre prudente 
dans ses projections concernant la 
croissance de la production potentielle. 


Dans ce contexte, la Banque doit éva- 
luer avec soin l’équilibre entre la 
demande et l’offre globales, et se tenir 
préte a modifier en temps opportun 
les conditions monétaires. 
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Indice des prix 4 la consommation 
Taux de variation sur douze mois 


IPC global 
IPC hors alimentation, 


énergie et effet des 
imp6ts indirects 


Fourchette cible 


* 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


® Point médian de la fourchette cible de maitrise de |’ inflation 


Cette évolution met en évidence 
trois facteurs d’incertitude importants 
dont il faudra tenir compte dans la 
conduite de la politique monétaire au 
Canada. Tout d’abord, la croissance de 
la demande de produits canadiens au 
pays et a l’étranger pourrait demeurer 
plus robuste que prévu. Deuxiéme- 
ment, une intensification des pressions 
inflationnistes aux Etats-Unis pourrait 
avoir des conséquences pour le Canada. 
Troisiemement, la capacité de l’écono- 
mie canadienne de produire des biens 
et des services sans que ne s’attisent 
les tensions inflationnistes pourrait 
étre supérieure a ce qu’on avait pensé 
antérieurement. 


L’évolution récente 


Le PIB réel du Canada a cra de 
5,0 % en taux annuel au second semestre 
de 1999, contre 4,3 % au premier. Les 
renseignements actuellement dispo- 
nibles incitent a croire que cette forte 
progression se poursuivra en 2000. En 
ce qui concerne le premier trimestre de 
l’année, les données recueillies a ce 
jour laissent entrevoir une croissance 
du PIB entre 4 et 5% et indiquent un 
taux d’augmentation du nombre d’em- 
plois a plein temps de prés de 4,5 %. 


Au cours des six derniers mois, on 
a enregistré une baisse inattendue de 
l’inflation mesurée par l’indice de réfé- 
rence (IPC hors alimentation, énergie et 
effet des modifications des imp6ts in- 
directs). Le taux d’accroissement de cet 
indice se situait a 1,5 % en mars, alors 
qu'il était de 1,9 % en septembre der- 
nier. Ce ralentissement s’explique en 
partie par la vive concurrence que se li- 
vrent les détaillants et par l’apprécia- 
tion du dollar canadien, laquelle a 
entrainé une diminution des prix de la 
majorité des produits de consomma- 
tion non énergétiques importés (biens 
et services). 

Parallélement, le renchérissement 
marqué de l’énergie a poussé |’infla- 
tion mesurée par l’IPC global a 3,0 %. 

Le taux de croissance des salaires 
a augmenté légerement depuis le 
milieu de 1999, mais il demeure mo- 
deste comparativement aux gains de 
productivité réalisés et a l’inflation 
observée. La hausse récente des inves- 
tissements des entreprises en machines 
et matériel, surtout en ordinateurs, est 
de bon augure pour la croissance future 
de la productivité. 

Selon les techniques de mesure 
employées habituellement par la Banque, 


Emploi 


Taux de variation sur quatre trimestres 


Plein temps 
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l’é€conomie canadienne semblait tour- 
ner a la fin de 1999 a un régime supé- 
rieur a celui qui correspond a sa 
capacité de production estimée. Etant 
donné l’incertitude dont sont enta- 
chées ces estimations, nous avons sou- 
ligné la nécessité de suivre de prés une 
vaste gamme d’indicateurs des pres- 
sions qui se font sentir sur la capacité 
de production. Un certain nombre de 
ces indicateurs, y compris l’inflation 
mesurée par l’indice de référence, qui 
s‘est avérée moins élevée que prévu, 
portent a croire que les mesures usuelles 
de la Banque ont sous-estimé la capacité 
de l’économie de produire des biens 
et services sans que s’intensifient les 
pressions inflationnistes. 

Somme toute, en se fondant sur 
l’éventail complet des indicateurs, la 
Banque considére que _ 1’économie 
n’était pas encore aux prises avec une 
demande excédentaire a la fin de 1999, 
mais qu’elle était en train d’absorber 
rapidement les capacités inutilisées. 

Afin d’éviter que la vigueur supé- 
rieure aux attentes affichée par la de- 
mande globale n’exerce des pressions 
indues sur la capacité de production 
de l’économie, et donc sur I’inflation, 
la Banque a relevé le taux officiel 
d’escompte de 25 points de base les 
3 février et 22 mars derniers, portant 
ainsi le taux cible du financement 4 un 
jour a 5,25 %. Ces mesures ont égale- 
ment tenu compte de l’incidence sur 
l’économie canadienne des augmenta- 
tions du taux cible établi par la Réserve 
fédérale américaine pour les fonds fé- 
déraux ainsi que d’une propagation a 
notre pays des fortes tensions émanant 
de la demande aux Etats-Unis. Comme 
ces mesures avaient déja été anticipées 
par les marchés monétaires canadien 
et américain, elles n’ont presque pas eu 
d’effet sur eux. 


Taux de croissance du PIB réel, de M1 brut réel et de M1+ 


Taux annuels 
M1 brut* 
(échelle de gauche) 


(échelle de gauche) 


PIB 


pboitiritevitovede di di 


1991 1992 1993 1994 1995 1996 1997 


1998 


1999 


(variations trimestrielles) 
(échelle de droite) 


2000 


* Moyenne mobile sur deux trimestres du taux de croissance de M1 brut et de celui 
de M1+ (corrigés par l’indice de référence); chiffres du trimestre précédant le 


trimestre considéré 


Le cours de notre monnaie pondé- 
ré en fonction des échanges commer- 
ciaux est demeuré relativement ferme, 
ce qui refléte la solidité des facteurs 
fondamentaux de l’économie cana- 
dienne. Cette fermeté, conjuguée au 
redressement des taux d’intérét a court 
terme, a donné lieu a un resserrement 
des conditions monétaires globales. 


Les perspectives en matiere 
d’inflation 


L’économie américaine a conservé 
sa vive allure. La croissance du PIB réel 
s’est chiffrée en moyenne a 4,6 % au 
quatriéme trimestre de 1999, et cet es- 
sor de l’activité s’est poursuivi durant 
les premiers mois de 2000. Les risques 
d’une résurgence de l’inflation persis- 
tent en raison du haut niveau d’utilisa- 
tion des ressources et du rythme 
rapide que connait la croissance ten- 
dancielle de la demande globale par 
rapport a celui de la production poten- 
tielle. Aussi les autorités monétaires 
américaines ont-elles graduellement 
relevé les taux d’intérét. Si les pres- 
sions a la hausse sur les prix et les 
coats ont été contenues jusqu’ici, il 
ne fait aucun doute que l’expansion 
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économique aux Etats-Unis devra ra- 
lentir et s’établir a des niveaux proches 
du taux de croissance de la production 
potentielle, sinon inférieurs a celui-ci, 
au cours de 2000 et durant les premiers 
mois de 2001. 

Ce tableau trés favorable de 1’éco- 
nomie amé€ricaine, conjugué au niveau 
élevé des investissements des entre- 
prises et a la solide progression de 
l’emploi au Canada, laisse présager la 
poursuite de l’expansion vigoureuse 
de l’activité économique au pays cette 
année. La croissance rapide des agré- 
gats monétaires au sens étroit corrobore 
ce pronostic. 

Compte tenu du dynamisme de la 
demande globale, la Banque a révisé a 
la hausse ses prévisions relatives au 
taux de croissance de l’économie cana- 
dienne et s’attend maintenant a ce que 
celui-ci se situe a l’intérieur d’une 
plage de 4.4 4,5 % en 2000. Un tel essor 
entrainerait une intensification des 
pressions sur la capacité de l’écono- 
mie. Par conséquent, on s’attend a ce 
que l’inflation mesurée par l’indice de 
référence monte prés du point médian 
de la fourchette cible de maitrise de 
l’inflation. Pour que |’inflation mesu- 
rée par cet indice se maintienne aux 
alentours de 2 %, le rythme global de 
expansion économique au Canada 
devra se ralentir en 2001. Cela suppose 
a la fois une décélération de l’expan- 


sion économique aux Etats-Unis et un 
tassement de la croissance de la de- 
mande intérieure au Canada. 

On prévoit que le taux d’augmen- 
tation de l’Ipc global descendra prés de 
celui de l’indice de référence. Si le prix 
mondial du baril de pétrole brut conti- 
nue d’avoisiner 25 $ Fue ce mouve- 
ment devrait s’amorcer durant le 
deuxieme trimestre de l’année. 

Les principaux risques qui pésent 
sur ces prévisions sont la possibilité 
que la demande globale de biens et ser- 
vices canadiens demeure plus vigou- 
reuse que prévu tant aux Etats-Unis 
qu’au pays et celle que les pressions 
inflationnistes s’accentuent chez notre 
voisin du sud. Il se peut que la capacité 
de production de l’économie cana- 
dienne soit supérieure en 2000 et 2001 
aux prévisions de la Banque, mais 
celle-ci hésite 4 tabler sur un taux de 
croissance durablement plus élevé de 
la production potentielle. 

Le défi qui se posera aux autorités 
monétaires sera d’évaluer avec soin ou 
se situe l’équilibre entre l’offre et la de- 
mande globales dans ce contexte de 
forte croissance de la demande et de 
niveaux élevés d’activité. Pour que la 
tendance de l’inflation se maintienne 
au bas niveau qui s’est avéré bénéfique 
a l’économie canadienne, la Banque 
doit se tenir préte 4 modifier en temps 
opportun les conditions monétaires. 


rt sur la politique monétaire de la Banque du Canada est publié deux fois l’an, soit en mai et en 
novembre. Des mises a jour de l’analyse qui y est présentée paraissent en aotit et en février. Pour recevoir 
des exemplaires du Rapport au complet, du Sommaire ou de la Mise a jour, veuillez communiquer avec le 
de la diffusion des publications, Services de communication, Banque du Canada, Ottawa (Ontario), 
Canada K1A 0G9. 

lélephone : (613) 782-8248; adresse électronique : publications@bank-banque-canada.ca; 

site Web : http://w ww.bank-banque-canada.ca 
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One of the most important lessons that mone- 
tary authorities have learned through this proc- 
ess of analysis and experimentation is that there 
is no virtue or advantage in vague policy objec- 
tives and complex operating procedures. . 
Monetary policy does not need to be cloaked in 
secrecy or artificial intricacies to be effective. 
What is needed to get the job done are one clear 
objective and one simple instrument. 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in income and employment. 


The monetary policy instrument 


As of December 2000, announcements regarding the Bank’s policy instru- 
ment—the Bank Rate, which establishes the top of the operating band for 
the overnight interest rate—will take place, under normal circumstances, 
on eight pre-specified dates during the year. 


In setting the Bank Rate, the Bank of Canada influences short-term inter- 
est rates to achieve a rate of monetary expansion consistent with the infla- 
tion-control target range. The transmission mechanism is complex and 
involves long and variable lags—the impact on inflation from changes in 
monetary conditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of food and energy, as well as by changes in 
indirect taxes. For this reason, the Bank focuses on the CPI excluding food, 
energy, and the effect of changes in indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of anticipated per- 
sistent differences between the trends of the two measures, the Bank 
would adjust its desired path for core CPI inflation so that total CPI infla- 
tion would come within the target range. 
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1. INTRODUCTION 


Over the last six months, most countries have continued to 
register strong economic growth. Recoveries have taken hold in 
many emerging-market countries, and the Japanese economy, 
while still fragile, is showing more consistent evidence of sus- 
tained expansion. In the euro area, growth has continued at a 
strong pace. The U.S. economy has also remained robust, but 
increases in official interest rates have contributed to some recent 
slowing. 

The other major development internationally has been the 
sharp rise and volatility in world oil prices. Higher energy prices 
have already pushed up headline inflation rates in most countries 
and are likely to moderate the pace of economic expansion some- 
what both this year and next. 

The combination of strong global demand and increased likeli- 
hood that oil prices will remain above previously expected levels 
has heightened the risk that inflation rates in major industrial 
countries will continue to move up. The prospect of higher infla- 
tion has already prompted many central banks to increase official 
interest rates. 

In Canada, output growth in the first half of 2000, at a rate of 
about 5 per cent, exceeded expectations. Despite this robust expan- 
sion, the trend of inflation has continued to come in below expec- 
tations. While there are signs that the economy has begun to slow, 
the momentum of demand is still expected to increase pressures 
on capacity and to raise core inflation to the midpoint of the 
Bank’s 1 to 3 per cent target range, but this is now expected to 
occur later in 2001. 

In this environment, there are three main areas of uncertainty 
for Canada’s economic outlook: demand growth in the United 
States, the current level and prospective growth of Canada’s pro- 
duction capacity, and world energy prices. Continued robust 
expansion of U.S. demand for Canadian exports could lead to 
inflationary pressures here. However, recent productivity gains 
and brisk investment in machinery and equipment raise the possi- 
bility that the economy’s production potential may be higher than 
that incorporated into the Bank’s outlook. Finally, the longer 
energy prices remain high, the greater the risk that they could 
feed into the prices of other goods and services and into inflation 
expectations. 


This report includes information received to 30 October 2000. 


Demand continues to 
strengthen worldwide... 


. increasing the risk of 
higher inflation. 


Despite robust growth in 
the Canadian economy, 
core inflation has 
remained stable. 


Core inflation has been 
lower than projected in 
the May Report. 
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9. RECENT DEVELOPMENTS IN INFLATION 


While the inflation-control target range is specified in terms of 
the total consumer price index (CPI), for the purpose of policy 
implementation the Bank uses the CPI excluding food, energy, and 
the effect of changes in indirect taxes—the core CPI— as its opera- 
tional guide (Technical Box 1). Since last March, core CPI inflation 
has remained in the lower half of the Bank’s inflation-control tar- 
get range and somewhat below the level projected in the May 
Report. At the same time, because of further substantial increases 
in energy prices, the rate of increase in the total CPI has continued 
to be well above that of core inflation. 


Inflation and the target range 


The 12-month rate of increase in the core CPI was 1.3 per cent 
in September, compared with 1.5 per cent in March (Chart b); 
Other statistical measures of the trend rate of inflation contin- 
ued to bracket the core rate (Chart 2). 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes 


Target range 


| 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


® Midpoint of the inflation-control target range 


The persistent, unexpectedly low level of core inflation is still 
concentrated in the prices of durable and semi-durable goods. The 
prices of these import-intensive items fell over the past year, 
despite modest increases in the prices of imported non-energy 
consumer goods. This suggests that the phenomenon of a reduced 
pass-through of changes in the exchange rate to consumer prices 
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Technical Box 1 
Total CPI, Core CPI, and Monetary Policy 


The inflation-control targets established jointly by the government and the 
Bank of Canada are expressed in terms of the year-over-year rate of increase in 
the total CPI. This is the best available measure of the cost of living for most 
Canadian households and the most familiar and broadly accepted index of 
aggregate prices. 

Although the targets are specified in terms of the total CPI, the Bank uses the 
core CPI—CPI excluding food, energy, and the effect of changes in indirect taxes—as 
the basis for policy actions. Core CPI inflation is, therefore, the operational target 
for monetary policy. 

To a significant extent, short-run movements in the total CPI are caused by 
fluctuations in food and energy prices. Fluctuations in food prices, particularly 
for fresh fruit and vegetables, are often driven by weather-related supply distur- 
bances. Energy prices, particularly gasoline and fuel oil, have been highly sensi- 
tive to shifts in the balance between the world demand and supply of energy 
commodities. Typically, these variations in food and energy prices have only a 
temporary effect on inflation. Similarly, level changes in indirect taxes, such as 
the tobacco tax cut in 1994, affect the year-over-year rate of increase of consumer 
prices for only one year (Chart 1). By removing these transitory influences, core 
CPI inflation provides a better measure of the underlying trend in inflation and is 
therefore a more appropriate guide for policy.' Monetary actions work slowly, 
and their effects are spread over one to two years. Efforts to counter temporary 
variations in the total CPI would be counterproductive, leading to greater volatil- 
ity in interest rates and, hence, in economic activity, and potentially less stability 
in inflation over the medium term. 

Provided fluctuations in food and energy prices and changes in indirect taxes 
have only temporary effects on inflation, the total and core measures of the CPI 
will move in a similar fashion over the medium term. Thus, achieving the target 
inflation rate for the core CPI for a sustained period of time should, in most cases, 
produce a similar outcome for the rate of increase in the total CPI. In the event of 
anticipated persistent differences in the trends of the two measures, the Bank 
would adjust the desired path for the core CPI so that the total CPI would come 
within the target range.” 

By using the core CPI as its operational target, the Bank is accommodating the 
first-round effects of changes in food and energy prices and indirect taxes on the 
total CPI. It will not, however, accommodate second-round influences on prices 
that result from the spillover of the first-round effects to inflation expectations. 
Despite the sharp rise in energy prices over the past year, there is to date no evi- 
dence of such second-round effects on core CPI inflation, but the Bank will con- 
tinue to monitor the evidence closely. 


1. Alternative measures of underlying inflation have also been developed based on the 
statistical properties of the CPI components. Two of these alternative measures—CPIX and 
CPIw—are shown in Chart 2. See Lafléche (1997) for a discussion of these alternatives. 

2. See Bank of Canada (1991b). 


Energy prices have pushed 
up the toral CPY ms 


. but have had little 
impact on core inflation. 
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is continuing (Technical Box 2). Competitive pressures in the retail 
sector have also remained intense and have contributed to dis- 
counting—especially on motor vehicles and household appliances. 
More generally, the resulting negative surprise in core inflation is 
also consistent with the continued presence of some slack in prod- 
uct markets during the first half of the year. 


Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


| 


CRIWee 


| 


Core CPI 


1996 1997 1998 1999 2000 


* CPIX excludes the eight most volatile components from the CPI as well as the effect of 
indirect taxes on the remaining components. 

** CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 


Although core CPI inflation has remained stable, the rate of 
increase in the total CPI has fluctuated between 2 per cent and 
3 per cent over the past six months. Both the variability and the 
net upward movement in the rate of increase in the total CPI 
largely reflect surging energy prices. Strong growth in the global 
demand for oil, together with only modest increases in world pro- 
duction, has resulted in sharply higher oil prices. This has pushed 
up the retail prices of both gasoline and fuel oil.! A jump in natu- 
ral gas prices at the producer level has also contributed to a 
marked rise in prices at the consumer level. 

Despite these broad-based energy-price increases, the first- 
round effects of higher energy costs on the core CPI remain small, 
and there is no evidence of second-round effects from inflation 
expectations. The effect of the energy price increases on the level 
of the core CPI is estimated to have been less than 0.2 per cent 


1. The current basket weights of the CPI energy components are: gasoline and fuel 
oul, 4.51 per cent; natural gas, 1.02 per cent; and electricity, 2.65 per cent. 
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Technical Box 2 


Reduced Pass-Through into the Core CPI 


The underlying trend of inflation is determined by inflation expectations and by 
the balance between overall demand and supply in the economy. In the short run, 
however, both the core and total CPI are also affected by changes in the relative prices 
of key goods and services, either directly or indirectly. Two particularly important 
relative prices are the exchange rate—the relative price of the Canadian dollar vis-a- 
vis other currencies—and the prices of energy commodities relative to other goods 
and services. 

The impact of persistent changes in the exchange rate on the core CPI has tradi- 
tionally been estimated at about 20 per cent of the percentage change in the Cana- 
dian dollar. This corresponds roughly to the import content of the 1986 core CPI 
basket of goods and services. Since the import share of the core CPI has risen from 
about 15 per cent in 1976 to about 27 per cent in 1997, one might have expected the 
direct effect of the pass-through of exchange rate changes to the core CPI to have risen 
as well. Instead, it seems to have diminished since the mid-1980s, based both on 
econometric evidence and on event analysis.! Two episodes of significant Canadian 
dollar depreciation (the first between the fourth quarter of 1991 and the end of 1994, 
and the second between mid-1997 and the end of 1998) indicate that the cumulative 
percentage change in the prices of goods with high import content was much less 
than would have been expected based on the exchange rate movement and the 
change in the price of comparable goods in the United States.” Studies of major 
depreciations in other countries (such as the United Kingdom and Sweden) have also 
found relatively little exchange rate pass-through to consumer prices during the 
1990s (Cunningham and Haldane 1999). 

Various explanations for the low exchange rate pass-through in the first half of 
the 1990s, such as the effects of major restructuring in the retail sector, were put for- 
ward. These explanations are less useful in explaining why low pass-through is 
apparently continuing in Canada and why it has been a common experience in many 
industrial countries. It may well be that the low-inflation environment itself is chang- 
ing price-setting behaviour. When inflation is low, and the central bank’s commit- 
ment to keeping it low is highly credible, firms are less inclined to quickly pass 
higher costs on to consumers in the form of higher prices. Indeed, empirical evidence 
suggests that lower inflation has reduced the persistence of inflationary shocks 
(Taylor 2000). If changes in relative costs and prices, such as fluctuations in the cost of 
imported goods and services, are not viewed as persistent, they are less likely to 
affect inflation expectations and, hence, the longer-term inflation rate. 

The low-inflation environment may also have implications for the lower pass- 
through of energy prices into core inflation, although empirical evidence on this is 
limited. To date, the pass-through into the core CPI of the sharp rise in crude oil prices 
since late 1998 has been small when compared with the estimated long-run effect.* 
For example, the increases in the prices for air and truck transportation have been 
smaller than would have been predicted on the basis of the share of energy costs in 
the total costs of these services. 


1. Fillion and Léonard (1997) found that the exchange rate pass-through coefficient in 
a Phillips-curve model was considerably higher during the high-inflation period of 
1974-82 than during times of low inflation. This has been confirmed in an updated 
estimation of the model. 

2. Fora discussion of the first episode, see Lafléche (1996-97). 

3. See Technical Box 1 in the May 2000 Report for a discussion of the estimated long-run 
effects. 
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since the end of 1998 and less than 0.1 per cent over the past year. 
This increase largely reflects first-round cost-based effects on the 
prices of interurban transportation. The phenomenon of low pass- 
through, also evident in the effects of exchange rate changes on 
the core CPI, may partly reflect the increased credibility of low- 
inflation policies (Technical Box 2). 


Chart 3 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


Total index 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


After rising considerably in 1999 and into early 2000, the 
prices of non-energy commodities have eased since the beginning 
of May, in spite of the continued strong expansion of the global 
economy (Chart 3). The appreciation of the U.S. dollar against 
major currencies has been an important factor impeding further 
recovery in the U.S. dollar price of many commodities. Moreover, 
ample supplies have led to a decline in the prices of agricultural 
commodities. Lumber prices have also come under considerable 
downward pressure, because of slower growth in U.S. construc- 
tion activity and excess capacity in the industry. 

The substantial gains in the prices of Canada’s energy com- 
modity exports over the past year, together with the increase in 
the prices of non-energy commodities through to the end of the 
first quarter of 2000, largely explain why the annual increase in 
the chain price index for GDP (a broad price measure of the goods 
and services produced in Canada) remained well above that of 
core inflation at mid-2000 (Chart 4). Federal pay-equity payments 
also boosted the level of the chain price index for GDP by about 
0.6 per cent in the second quarter. 
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Chart 4 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Total CPI Chain price index 
for GDP 


Core CPI 


199] 1992 1993 1994 1995 1996 1997 1998 1999 2000 


Factors at work on inflation 


Aggregate demand 


After a gain of 5.8 per cent at an annual rate in the second half Real GpP growth 
of 1999, Canada’s real GDP rose at 4.9 per cent in the first half of | remained well above 
2000 (Chart 5). Thus, while growth eased slightly, it was still that of potential output. 
strong and well above the growth of potential output. This growth 
in economic activity was led by increases in exports and in busi- 
ness investment in machinery and equipment. For the third quar- 
ter of 2000, current information points to continued robust growth 
in a range of 3.5 to 4.5 per cent. 


Chart 5 


Real Gross Domestic Product in Canada 


Year-over-year 


Quarterly growth percentage change 


at annual rates 


ae 


Gains in household 
spending continued 
to be substantial. 
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After growing rapidly in the first half of 2000, the U.S. econ- 
omy slowed in the third quarter (Chart 6). Although growth of 
investment in equipment and software fell from the levels seen in 
previous quarters, it remained strong. 


Chart 6 
U.S. Real Gross Domestic Product 


Quarterly growth 
at annual rates a 


Year-over-year 
percentage change 


With solid U.S. aggregate demand and the favourable competi- 
tive position of Canadian industry, growth in Canada’s exports, 
particularly shipments of high-technology equipment, remained 
buoyant in the first half of 2000. A further expansion in the vol- 
ume of commodity exports also contributed to growth. Early 
information suggests that exports expanded less rapidly in the 
third quarter. 

High levels of consumer confidence and further gains in real 
disposable income supported household spending in Canada, 
which continued to grow substantially in the first two quarters of 
2000, although at a slower pace than in the second half of 1999 
(Chart 7). In particular, expenditures on interest-sensitive items 
such as housing and motor vehicles fell back in the first half of the 
year. Information to date, however, suggests that spending on 
these big-ticket items recovered in the third quarter.” The increase 
in real personal income was supported by further gains in 
employment (Chart 8) and by the one-time effect of the federal 
pay-equity settlements.° 


2. Some of the decline in construction activity (both residential and non- 
residential) in the second quarter of 2000 was the result of a labour dispute in the 
Toronto area. 

3. The federal pay-equity settlements are estimated to have added about 0.7 per 
cent to the level of personal income in the second quarter of 2000. 
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Chart 7 


Consumer Confidence 
Year-over-year 
1991 = 100 percentage change 


125 20 


120 Index of 
consumer attitudes * 
(left scale) 


Purchase of 
big-ticket items** 
(right scale) 


1991 1892, 1993 1994 1995 1996 1997 1998 1999 2000 


* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer durables plus housing 


Chart 8 


Employment 


Year-over-year percentage change 


Full-time 


1996 1997 
Last data point = September 2000 


Capital expenditures by businesses rose rapidly in the first six 
months of this year, supported by further marked gains in profita- 
bility and high levels of confidence. Spending on machinery and 
equipment continued to soar, with growth in the first half of the 
year averaging over 23 per cent at an annual rate, up from the 
16 per cent rate registered in the second half of 1999. This sus- 
tained increase in investment reflects the continued surge in 
demand for computers and related high-technology equipment. 


iS 


Investment in machinery 
and equipment continued 


EQISOUTS . 


. contributing to 
another marked gain in 


import volumes. 


Wage increases appear to 
have risen to about 


3 per cent. 
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Spending on structures, especially by the oil and gas sector, also 
rose considerably in the first half of this year. Early indicators for 
the third quarter of 2000 point to further robust investment 
growth. 

Against a background of vigorous demand, inventory invest- 
ment edged down in the first half of 2000, suggesting that some of 
this strength was unanticipated. 

Imports continued to expand sharply in the first six months of 
2000, chiefly because of the heavy business investment in machin- 
ery and equipment. Imports of industrial materials also rose con- 
siderably because of the marked increase in output needed to 
meet buoyant export demand. 

Since imports rose somewhat less than exports, the trade sur- 
plus was up slightly in volume terms. The terms of trade 
increased still further, largely because of rising energy prices. 
Thus, the current account balance (in dollar terms) improved con- 
siderably in the first half of this year, averaging a surplus of 
1.7 per cent of GDP. Preliminary data suggest that the current 
account position in the third quarter of 2000 likely remained 
strong, with further gains in the terms of trade offsetting a reduc- 
tion in the real trade balance. 


Cost control 


Wage developments are particularly important when monitor- 
ing changes in aggregate costs, since labour costs account for more 
than half of total costs. According to available indicators, wages 
appear to have increased by about 3 per cent in the first half of 
2000. Given recent growth in labour productivity, the underlying 
rise in labour costs remains consistent with core inflation staying 
well within the inflation-control target range. 

The year-over-year increase in the average hourly wage 
(excluding overtime) for permanent workers was 3.5 per cent in 
the third quarter of 2000, up from 3.0 per cent in the fourth quar- 
ter of 1999. Another broad measure of wage change, the underly- 
ing year-over-year increase in labour income per person-hour, was 
about 3 per cent in the second quarter of 2000.4 The average 
annual wage increase in the unionized private sector was 2.3 per 
cent in the first eight months of 2000, down slightly from the aver- 
age gain of 2.6 per cent last year (Chart 9). 


4. The underlying year-over-year rise in labour income per person-hour excludes 
the effect of the federal government pay-equity settlements, which added 1.1 per 
cent to the level of aggregate labour income in the second quarter. 
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Labour productivity, as measured by output per person-hour, 
strengthened considerably in the first half of 2000, increasing by 
over 2.5 per cent from the second quarter of 1999 to the second 
quarter of 2000 (Chart 10). The substantial gains in business 
expenditures on machinery and equipment in recent years may be 
starting to affect the trend rate of labour productivity growth.° 
This improvement in the growth of output per worker helped 
hold the increase in unit labour costs (excluding the effect of the 
federal pay-equity settlements) at mid-year to just over 1 per cent 
on a year-over-year basis. 


Chart 9 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers 
(year-over-year percentage change)* 


Private sector** 


Public sector** 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


* Source: Labour Force Information, last data point plotted = September 2000 
** Source: Human Resources Development Canada, last data point plotted = July/August 2000, 
average 


5. Much of the growth in real GDP over the past year has been concentrated in 
high-technology goods and services, the prices of which have fallen considerably 
since 1992. The resulting contribution to aggregate growth from these high- 
technology items is overstated in the standard real GDP measure, which currently 
values output at 1992 prices. If the chain Fisher volume index for GDP were used 
instead—as is done for U.S. real GDP—the year-over-year rise in output per 
person-hour in the second quarter of 2000 would be reduced to 2 per cent. 
Nevertheless, whichever measure of aggregate output is used, the growth of 
labour productivity over the past year is well above the trend annual rate of 
growth over the 1975-99 period of about | per cent. 
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With growth in labour 
productivity strengthen- 
LNs c's 


underlying unit 
labour costs rose only 
modestly. 


While the conventional 
measure of potential out- 
put suggests that the 
economy has moved into 


excess demand... 
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Chart 10 
Unit Labour Costs and Labour Productivity 


Year-over-year percentage change* 


Labour income per 
person-hour 


Output per 
person-hour 


Unit labour costs 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


* Estimates of the year-over-year percentage changes for both unit labour costs and labour income 
per person-hour in 2000Q2 exclude the effects of the federal government pay-equity settlements. 


Estimated pressures on capacity 


The latest data provide a more optimistic assessment of the 
current level and prospective growth of potential output. At the 
time of the May Report, various indicators suggested that the 
Bank’s conventional estimate of potential output may have been 
underestimating the actual amount of aggregate capacity in the 
Canadian economy. The most recent update of this measure of 
potential output (Technical Box 3) now suggests that the Cana- 
dian economy was operating slightly below capacity output at the 
end of 1999, instead of close to three-quarters of one per cent 
above its production capacity, as indicated in the last Report. 

Nonetheless, the revisions to the conventional measure now 
suggest that the economy may have moved into a position of 
excess demand in the first half of 2000, since aggregate output 
growth continued to outstrip the estimated expansion of capacity 
(Chart 11). 

As always, it must be emphasized that there is a large degree 
of uncertainty around these estimates of the output gap. And since 
the conventional measure adjusts with a lag, it carries an upside 
risk at times of increased technological change. Adding to this risk 
is the surge in investment in computer and information technol- 
ogy since 1996 and the more intense restructuring of Canadian 
businesses in the 1990s.° Therefore, the Bank follows a broad 
range of capacity indicators. 


6. Kwan (2000) discusses the results of a recent survey of firms undertaken by 
Bank of Canada regional representatives to compare restructuring initiatives in 
the 1980s and the 1990s. 
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Technical Box 3 
Revisions to the Conventional Measure of Potential Output 


Potential output is the sustainable level of goods and services that the econ- 
omy can produce without adding to inflationary pressures. Because potential 
output is not directly observable, it must be estimated. At the Bank, estimates of 
potential output are constantly updated on the basis of new data and results of 
ongoing research that attempts to identify trends in the determinants of potential 
output. 

The most recent update of the Bank’s conventional measure of potential out- 
put provides a more optimistic assessment of the economy’s production capacity 
than was given in the May Report. The updated measure suggests that the econ- 
omy was likely just below production capacity at the end of 1999. This upward 
revision to the level of potential output comes from a higher assessment of the 
trends in both labour availability and labour productivity growth in light of 
revised GDP data and recent developments in wage and price inflation. 

The reassessment of the historical trend in labour availability partly reflects 
the strong rebound in the labour market since 1997, which has occurred without 
generating significant cost pressures. In particular, estimates of trend participa- 
tion rates for youth and older workers were revised upwards in light of the 
stronger-than-anticipated rebound in labour force participation rates for these 
groups. Structural reforms in labour markets have also likely increased labour 
availability. In addition, a review of the recent growth in labour productivity sug- 
gests that its trend has been higher than previously estimated. However, the 
rebound in productivity growth remains within a normal range of variation. 

The higher trends in the growth of labour availability and labour productiv- 
ity, when combined with continued strong capital investment, raise the conven- 
tional projection for the growth rate of potential output in 2000, and over the 
next several years, to the 2.75 to 3.25 per cent range. This is higher than the 2.5 to 
3.0 per cent range given in the May Report. 

The conventional measure of potential output will continue to be updated as 
new information becomes available. Nevertheless, because of its reliance on his- 
torical data, the conventional measure adjusts to shifts in underlying trends with 
a lag. At a time of rapid technological change, this imparts an upside risk to con- 
ventional estimates of potential output. Judgments on the level of potential out- 
put relative to actual GDP must therefore rely on a broader set of capacity 
indicators and measures of inflationary pressures. 
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Chart 11 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 


Some of these other indicators suggest that there was still 
slack in product markets during the first six months of this year. 
Chief among them is the fact that core inflation has been lower 
than expected. Furthermore, the ratio of unfilled orders to ship- 
ments in the manufacturing sector was largely unchanged over the 
past year and is below the level reached in 1998. In addition, 
robust growth in labour-force participation appears to be increas- 
ing the supply of labour as fast as demand, and underlying 
increases in unit labour costs have remained low. 

A number of other indicators are more consistent with the 
view that the economy has now moved into excess demand. The 
measured rate of capacity utilization in the non-farm, goods-pro- 
ducing sector in the second quarter of 2000 was above the level 
reached in the late 1980s. There have also been reports of short- 
ages of skilled labour, especially in the engineering, construction, 
transportation, and hospitality sectors. And there is a risk that, 
because of the increased credibility of low-inflation policies, pres- 
sures on capacity may now take longer to be reflected in actual 
price and wage developments. 

Overall, the weight of the evidence does not confirm the view 
that the economy had moved into excess demand by mid-year, but 
it points to an economy that is operating close to full capacity. 
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3. ACHIEVING THE INFLATION-CONTROL 
PARGETS 


On 17 May, soon after the release of the May Report, the Bank 
of Canada raised the Bank Rate by 50 basis points to 6 per cent 
(Chart 12). This action was deemed necessary to keep the future 
trend of inflation near the midpoint of the Bank’s target range of 
1 to 3 per cent so that the Canadian economy could continue to 
grow at a sustainable rate. Since November 1999, the Bank Rate 
has risen by 125 basis points from the 4.75 per cent level main- 
tained through much of last year. 


Chart 12 


90-Day Commercial Paper Rate and the Bank Rate 
Daily 
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* The Bank Rate is the upper limit of the 50-basis-point operating band for the overnight rate. 


The Bank’s action in May, which followed a similar move by 
the U.S. Federal Reserve, was prompted by concerns about future 
pressure on capacity limits arising from strong international and 
domestic demand for Canadian products. Since the United States 
is a major source of demand for Canadian exports, the Fed’s 
action in response to rapid growth in that economy underscored 
the continued risk that U.S. demand and inflation pressures could 
spill over into Canada. The Bank’s decision to follow the Fed’s 
move reflects the current similarities in cyclical conditions in the 
two countries, particularly the strong growth rates of aggregate 
demand. There are, nevertheless, some significant differences 
between the two. Since core inflation is lower in Canada than in 
the United States and since our economy has not been growing as 
quickly, or for as long, as theirs, the target for the Canadian 
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overnight rate remains 75 basis points below the U.S. target rate 
for federal funds. 

The timing and magnitude of policy rate increases in both 
countries had been widely expected in financial markets, so that 
most of the rise in 90-day commercial paper rates occurred prior 
to the central bank actions. Since then, 90-day paper rates have 
declined slightly, and financial market participants now generally 
expect rates to remain steady over the next few months. Market 
participants interpret recent data as indicating that the U.S. econ- 
omy is slowing down, and they appear to believe that productiv- 
ity gains will raise potential growth in both countries, reducing 
the need for further interest rate hikes. 

North American bond yields declined following the central 
bank moves, as tighter monetary conditions reduced the perceived 
risk of an increase in inflation. More recently, rising uncertainty in 
global financial markets has pushed U.S. yields down relative to 
Canadian yields, and Canada/U.S. spreads have turned slightly 
positive for maturities of 5 to 10 years. While actual and antici- 
pated reductions in government debt continue to put downward 
pressure on long-term government bond yields, the inversion of 
the yield curve for longer-term bonds is slightly less pronounced 
than it was at the time of the May Report. The yield curve for 
Canadian corporate bonds, which has been less affected by the 
reduced supply of government debt, continues to have a normal 
positive slope (Chart 13). 


Chart 13 


Term Structure of Interest Rates in Canada 
Yields on treasury bills, government bonds, commercial paper, and corporate bonds 
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The Canada/U.S. exchange rate has generally fluctuated 
between 65.3 and 68.3 cents (US) since the May Report (Chart 14). 
The Canadian dollar has been affected by shifts in market expecta- 
tions concerning the relative strength of the Canadian and U.S. 
economies, the prospects for Canada/U.S. interest rate differen- 
tials, and the recent volatility in global financial markets. Recent 
weakness in the prices of non-energy commodities may also have 
negatively affected the Canadian dollar. However, a low and sta- 
ble inflation environment, the strength of real GDP, and the large 
current account surplus recorded in the second quarter have pro- 
vided support to the Canadian dollar. The U.S. dollar has 
remained strong against most major currencies, as the U.S. econ- 
omy continues its robust growth with low inflation and substan- 
tial productivity gains. More recently, it strengthened further, as 
nervous global investors have sought out U.S. assets. The Cana- 
dian dollar has also risen strongly against most other major cur- 
rencies, gaining about 5 per cent against the British pound sterling 
since the beginning of the year and about 12 per cent against the 
euro. 


Chart 14 
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** C-5 currencies: excludes U.S. dollar 


During most of the past six months, the Bank’s monetary con- 
ditions index fluctuated in a range of -5.5 and -5.0. More recently, 
it has been in the -5.5 to -6.0 range, reflecting the fluctuation of the 
Canadian dollar against the U.S. dollar (Chart 15). 
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Beginning in December, the Bank is adopting a new system of 
pre-set dates for implementing Bank Rate changes (Technical 
Box 4). The new system will improve the implementation and 
effectiveness of monetary policy by focusing attention on Cana- 
dian economic conditions and fostering a better understanding of 
central bank decisions. 


Chart 15 
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Technical Box 4 


Fixed Announcement Dates for Monetary Policy Actions 


The Bank is adopting a new system of eight “fixed” or pre-specified dates 
each year for announcing changes to the Bank Rate. This system replaces the cur- 
rent approach in which the Bank Rate can be adjusted on any business day. 
Beginning with the first fixed announcement date in December, the Bank will be 
issuing a press release at 9 a.m. on each of the eight fixed dates, whether or not 
there is a change in the Bank Rate, to explain the key factors behind the decision. 
A system of eight dates is consistent with the flow of information that the Bank 
uses to gauge changing trends in the economy. Under the new system, the Bank 
retains the option of intervening between fixed dates, although it would exercise 
this option only in extraordinary circumstances. 

The Bank believes that fixed announcement dates will make monetary policy 
more effective. Fixed dates will reduce the uncertainty in financial markets asso- 
ciated with not knowing exactly when a Bank Rate change may be announced 
and should contribute to the improved functioning of financial markets. With 
eight additional opportunities for the Bank to report on the economy and mone- 
tary policy, the new system should help market participants and the public to 
better understand the Bank’s assessment of the economic situation in Canada 
and to anticipate the direction of monetary policy. In addition, since the Bank’s 
schedule of fixed dates will differ from that of the Federal Reserve, more atten- 
tion will be focused on Canadian economic and monetary circumstances leading 
to monetary policy decisions. Fixed dates will also provide a regular opportunity 
to emphasize the medium-term perspective of monetary policy and will gener- 
ally nu the Bank’s transparency, accountability, and dialogue with the 
public. 


Schedule of Upcoming Announcement Dates 


Tuesday 5 December 2000 


Tuesday 23 January 2001 


Tuesday 6 March 2001 


Tuesday 17 April 2001 


Tuesday 29 May 2001 


Tuesday 17 July 2001 


Tuesday 28 August 2001 


Tuesday 23 October 2001 


Tuesday 27 November 2001 


1. For more information on fixed dates, see the Bank’s press releases of 19 September 
and 30 October 2000. 
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4. THE OUTLOOK FOR INFLATION 


Our analysis suggests that core CPI inflation in Canada will 
gradually rise and reach the midpoint of the Bank’s 1 to 3 per cent 
target range in the second half of next year. Assuming that world 
oil prices do not rise further from the high levels observed in 
recent months, the annual rate of increase in the overall CPI is 
expected to decline gradually towards the 2 per cent mark over 
that period. However, several key uncertainties surround this 
projection. 


International background 


Since mid-1999, global economic growth has become more syn- 
chronized and is showing strong momentum. This development is 
tilting the balance of risks towards greater inflation pressures and 
could lead to increases in policy-determined interest rates in some 
countries. Higher energy prices have not yet had a significant 
impact on world output growth. The longer energy prices remain 
high, however, the more likely it is that they will adversely affect 
growth in countries dependent on oil imports. High energy prices 
also add to the inflation risk through their possible effect on infla- 
tion expectations in some countries. On the other hand, credibility 
gains made by various monetary authorities in recent years should 
help reduce this risk. 

The recovery of many emerging-market economies from the 
1997-98 financial crisis continues. Strong increases in the volume 
of exports, particularly to the United States, initially accounted for 
much of the recovery in these economies. More recently, however, 
domestic demand has strengthened significantly. 

In the euro area, the pace of real GDP growth stabilized at 
about 3.5 per cent in the first half of 2000, and activity is expected 
to remain solid in coming quarters as domestic demand firms and 
the depreciation of the euro exerts a stimulative effect on exports. 
The Bank expects real GDP growth in the euro area to be around 
3.5 per cent in 2000 and 3 per cent in 2001. 

The Bank of Japan raised its target for the overnight interest 
rate to 0.25 per cent in August, thus moving away from its “zero- 
interest-rate policy.” The reduction in monetary stimulus was 
motivated by the surge in output growth in the first half of 2000 
led by strong business investment and buoyant demand for Japa- 
nese exports. The Japanese economy is still fragile, however: the 
financial sector requires further restructuring, and household 
spending remains weak. Japan’s recovery could be particularly 
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affected by high oil prices because of its dependence on imported 
oil. The Bank expects real GDP growth in Japan to be about 2 per 
cent in 2000 and 1.5 per cent in 2001. 

Although the momentum of aggregate demand in the US. 
economy remains strong, recent data indicate that overall growth 
has slowed, particularly in housing and non-residential construc- 
tion. While past interest rate increases are expected to further 
moderate growth, the high level of economic activity and a tight 
labour market continue to pose an inflationary risk. Real GDP 
growth in the United States is expected to be about 5 per cent in 
2000 and 3.0 to 3.5 per cent in 2001. While higher oil prices could 
further reduce U.S. real GDP growth, they could also prompt 
higher interest rates if inflation expectations are affected. 

Even with modest recourse to the U.S. strategic petroleum 
reserve, crude oil prices are expected to remain relatively firm 
through the winter but may ease as warmer weather arrives. 
Prices for non-energy commodities are expected to move up, in 
line with growth in global demand. 


Aggregate demand and supply in Canada 


Economic prospects for the United States are an important ele- 
ment in the economic outlook for Canada. In particular, growth in 
Canadian exports is expected to ease over the next 18 months, in 
line with the projected slowing of the U.S. expansion. Reduced 
stimulus from the earlier depreciation of the Canadian dollar, as 
well as the recent weakness in non-energy commodity prices, 
should also act in the same direction. Nonetheless, both the 
growth and level of exports are expected to remain high. The 
strength in energy prices may also contribute to slower growth in 
the manufacturing sector, but could boost investment, exploration, 
and exports by energy producers. 

Household spending in Canada is expected to grow at a robust 
pace, supported by favourable labour market conditions and 
recent decreases in personal income tax rates. Recent equity mar- 
ket volatility and the effects of higher energy prices on disposable 
incomes could, however, temper spending plans. 

The growth of business investment is expected to fall back 
from the very strong pace recorded over the past several quarters, 
but should continue to contribute strongly both to aggregate 
demand and to the economy’s capacity to produce. Import growth 
is also expected to ease, chiefly reflecting less rapid increases in 
exports and in the demand for investment goods. 

The most recent consensus among private sector forecasters is 
for real growth in Canada’s GDP (on an annual average basis) of 
4.7 per cent for 2000 and 3.5 per cent for 2001. At the time of the 
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May Report, the consensus forecast called for growth of 4.1 per 
cent in 2000 and 3.1 per cent in 2001. 

With the upward revision to growth in the second half of 1999 
and the relatively strong performance of the economy in the first 
half of this year, the Bank expects Canada’s output growth in 2000 
to be close to 5 per cent.’ For next year, the Bank sees output 
growth in Canada in a range of 3 to 4 per cent. This is higher than 
the projected range for growth in potential output—2.75 to 
3.25 per cent. This outlook implies that the Canadian economy 
would continue to take up remaining slack in the second half of 
this year and could move into excess demand in late 2000 or early 
in 2001. The outlook, however, also incorporates a profile of decel- 
erating output growth through 2001, consistent with the projected 
slowdown of the U.S. economy. 

When projecting the balance between demand and supply for 
2001, there is uncertainty not only about the current level of poten- 
tial output, but also about the growth rate of future production 
capacity. While the growth of potential output could ratchet up if 
the benefits of new information and communications technology 
spread through a wide range of Canadian industries, the Bank is 
inclined to take a cautious approach to projecting a higher trend 
rate of potential growth. 


Measures of inflation expectations 


Public expectations about the increase in the CPI over the near 
term have risen slightly as a result of higher energy prices. To 
date, however, this has not significantly affected longer-term infla- 
tion expectations, which remain close to 2 per cent. 

The Conference Board reported in its autumn Index of Business 
Confidence that 49 per cent of its regular business survey respond- 
ents expected prices, in general, to increase over the next six 
months at a rate of 2 per cent or less, and 92 per cent expected a 
rate of 3 per cent or less (Chart 16). These percentages are down 
from a year ago, particularly for respondents expecting inflation of 
2 per cent or less. The downward movement implies that expecta- 
tions of short-term inflation have increased and are now centred 
closer to the midpoint of the Bank’s target range. The average 
private sector forecast for the rate of increase in the total CPI 
is 2.7 percent in 2000 (up from 2.3 per cent last spring) and 
2.4 percent in 2001 (up from 2.1 per cent last spring). Typical 


7. In the Bank’s August Update, real GDP growth this year was expected to be 
between 4.25 and 4.75 per cent on an average annual basis, slightly more than 
projected in the May Report. 
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Chart 16 
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Source: Conference Board of Canada, Index of Business Confidence 


Chart 17 


30-Year Bond Yields and Inflation Expectations 
Monthly 
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Real Return Bonds 
Bond yield differential* ; 
Inflation forecast 
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* The differential is calculated using the compound interest formula. 
** Source: Consensus Economics Inc. 


forecasts of longer-term inflation remain between 1.8 and 
2.1 per cent, depending on the time horizon (Chart 17). 

The differential between conventional bonds and Real Return 
Bonds has remained close to 2 per cent. The supply factors affect- 
ing bond markets have made it difficult to extract reliable infor- 
mation from this measure. It therefore cannot be inferred that 
long-term inflation expectations are exactly at the level implied by 
the differential. Nevertheless, the differential does suggest that 
investors are confident that there will not be a long-run pickup in 
inflation. 
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Other factors affecting inflation 


The impact on the core CPI of this year’s substantial hike in 
crude oil prices is still predicted to be small. So far, the price 
effects have been largely restricted to air fares and local transpor- 
tation costs. While the risk of further pass-through of these higher 
costs to other components of the core CPI has increased because of 
their persistence, their effect is still expected to be modest. Com- 
petition in the retail sector is likely to remain strong, and firms 
may try to economize on the use of energy. 

Assumptions about crude oil prices, however, significantly 
affect the near-term outlook for the total CPI. If crude oil prices are 
about US$30 per barrel for West Texas Intermediate by year-end, 
the year-to-year rise in the total CPI should ease to about 2.5 per 
cent in the first quarter of 2001. By comparison, prices of US$35 
per barrel and US$25 per barrel would imply a year-over-year 
increase in the CPI of about 3.4 per cent and 1.7 per cent, respec- 
tively, in the first quarter of 2001. 

Wage increases are expected to be in line with productivity 
growth and projected inflation. The Bank’s September survey of 
industry associations suggests that wage increases will rise over 
the next 12 months. The implications of higher wage growth for 
unit labour costs should be offset, to some extent, by rising growth 
in labour productivity, with the rate of increase in unit labour 
costs rising to a level consistent with projected inflation. 


Other indicators of inflation pressures 


Asset prices tend to be sensitive to expectations of inflation 
and economic growth. In the late 1980s, for example, a surge in 
housing prices preceded an upturn in core inflation. 

In 1999, housing prices moved up noticeably, but there are 
some indications that activity in the housing market may be eas- 
ing, partly in response to the increase in interest rates that has 
taken place since November 1999. The year-over-year rise in prices 
for existing homes (based on the Royal LePage index) was 5.1 per 
cent in the second quarter, down slightly from the rate observed at 
the end of 1999. On the other hand, the year-over-year increase in 
new home prices rose a little further to 2.4 per cent in August, 
largely because of higher costs for labour and construction 
materials. 
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Monetary and credit indicators 


Growth in the narrow money aggregates has slowed somewhat 
in recent months from the very rapid pace recorded in early 
2000, but it remains strong on a year-over-year basis (Chart 18). 
Year-over-year growth in gross M1 was about 17 per cent in Sep- 
tember. Part of this strength, however, stems from factors that 
raised the growth of M1 relative to that of underlying transactions 
balances. Most notable in early 2000 was the increase in bank 
deposits of financial intermediaries. As Technical Box 5 explains, 
our best estimate of the growth in underlying transactions bal- 
ances is about 6 to 8 per cent. 


Chart 18 


Narrow Money Growth 
Year-over-year percentage change 
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Growth in M1+ and M1++ also remains robust on a year-over- 
year basis at 10 per cent and 8 per cent, respectively, but at a con- 
siderably lower rate than that of M1. These aggregates are influ- 
enced, to some extent, by some of the special factors affecting M1. 

When the special factors are taken into account, the recent 
pace of expansion in narrow money suggests that real GDP will 
grow at a rate of around 3.75 per cent in 2001. This is broadly con- 
sistent with the Bank’s overall projection (Chart 19). The growth in 
narrow money aggregates also suggests that core inflation will be 
moving up to the midpoint of the target range towards the end of 
2001. 
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Technical Box 5 
Narrow Money Growth: M1 vs. Underlying Trend 


M1 has grown by about 17 per cent in the last 12 months, but the Bank’s best 
estimate of underlying growth in transactions balances is in the order of 6 to 
8 per cent. That is, it is estimated that about 10 percentage points of the recent 
growth in M1 are due to special factors that pushed the growth rate of measured 
M1 considerably above the underlying growth of transactions balances. This box 
explains the reasoning behind this large gap. 

One way to estimate the underlying growth in transactions balances is to 
identify and quantify the different special factors affecting M1, and then subtract 
these from the measured growth rate. A common source of distortion occurs 
when money balances not held to make purchases of goods and services are 
included in the M1 measure. One example of this type of distortion has been 
increased cash balances held with investment dealers for the purpose of making 
financial transactions. Another important distorting factor has been the growth of 
deposits at banks held by non-bank financial intermediaries. These are not trans- 
actions balances, since they are likely being held by financial intermediaries try- 
ing to offset various liabilities on their own books. Another type of distortion is 
the movement of transactions balances between accounts that are part of M1 and 
those that are not. This type of substitution significantly affected M1 growth in 
the second half of the 1990s, and may again be important in 2000, associated in 
part with the promotion of more competitive interest rates on a number of banks’ 
chequing accounts. The broader aggregates internalize many of these movements 
in funds, and this is likely one reason why M1++ is growing at a more moderate 
rate than M1. 

Another way to determine underlying growth in transactions balances is to 
use an estimate based on an econometric model of long-run money demand. The 
estimate of “adjusted M1” is based on the historical relationship between M1 and 
other economic variables.! Adjusted M1 is currently growing at about 7 per cent 
year-over-year. 

When both methods give similar results as to the size of distortions, there is 
increased confidence in estimates of underlying growth. In the first quarter of 
this year, the gap between the year-over-year growth in M1 and adjusted M1 was 
very close in magnitude to our add-up of distortions—around 6 percentage 
points.” More recently, however, growth in deposits held by financial institutions 
and free-credit balances appear to be contributing only about 3 percentage points 
to growth. Nevertheless, we continue to believe that distortions are important. 
Therefore, our best estimate of underlying growth at present is based largely on 
adjusted M1 and is on the order of 6 to 8 per cent. This is also consistent with the 
current pace of growth of M1++. 


1. For more details, see Atta-Mensah (2000). 
2. Note that these estimates are based on end-of-quarter data, which may differ from 
data based on quarterly averages. 
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The pace of expansion in the broad aggregate M2++ has been 
relatively stable over recent months. Year-over-year growth in 
September was 8.3 per cent (Chart 20). Growth in M2++ suggests a 
similar profile for core inflation as that implied by the narrow 
aggregates, consistent with inflation remaining within the target 
range. 


Chart 19 
Real GDP Growth and Growth of Real Gross M1 and M1+ 


Percentage change at annual rates 


GDP 
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(right scale) 


Gross M1* 
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(left scale) 
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* Two-quarter moving average of growth in gross M1, M1+ (deflated by the core CPI), 
one quarter earlier 


Consumer credit continues to grow moderately, consistent 
with the outlook for sustained growth in consumer spending. 
Total business credit has slowed over recent months but remains 
in line with continued strength in business activities in the near 
term. 

Overall, the information coming from money and credit indi- 
cators is consistent with continued strength in real output and 
some pickup in core inflation. 
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Core inflation is expected 
to rise to 2 per cent in the 
second half of 2001. 
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Chart 20 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
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Inflation projection 


A number of forces are expected to contribute to an upward 
movement in core inflation over the next year. First, longer-term 
inflation expectations continue to be close to 2 per cent—more 
than one-half per cent above the current level of core inflation. 
Second, with output growth projected to remain vigorous, capac- 
ity pressures in product and labour markets are expected to 
become more evident. Third, wage increases are moving up. 

The Bank therefore expects core inflation to rise gradually to 
2 per cent in the second half of the next year. If output growth 
through 2001 slows to a rate more consistent with the growth of 
potential output, as expected, core inflation should stabilize at 
about 2 per cent. But there is some risk that the economy could 
grow more rapidly and move into a more persistent excess- 
demand situation next year, leading to further upward pressure 
on inflation. 

Recent hikes in crude oil and natural gas prices are expected to 
keep the rate of increase in the total CPI close to 3 per cent for the 
rest of this year. If oil prices were to stabilize at levels just below 
US$30 a barrel, the rate of increase in the total CPI would be 
expected to move down to about 2 per cent by the end of 2001. 
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5. CONCLUSIONS 


During the past six months, the Canadian economy has contin- 
ued to expand briskly, outstripping expectations. The rise in 
energy prices has pushed up the total CPI, but core inflation has 
remained stable, in the lower half of the Bank’s target range for 
inflation control, and below projected levels. 

These developments suggest that the economy still had a mar- 
gin of unused capacity in the first part of this year, and have led 
the Bank to raise its estimate of both the current level and the 
prospective growth of the production potential of the Canadian 
economy. 

While there are signs that the economy has begun to slow, the 
momentum of demand is still expected to increase pressures on 
capacity. Specifically, the Bank expects output growth to average 
close to 5 per cent this year and to slow to a range of 3 to 4 per 
cent in 2001. As a result, core inflation is projected to rise to the 
2 per cent midpoint of the Bank’s target range in the second half 
of 2001. To keep core inflation steady at 2 per cent, the economy 
would have to grow on average at a rate equal to the growth of 
capacity in subsequent years. 

The main risks to this outlook relate to demand, supply, and 
inflation expectations. On the demand side, there is the possibility 
that continued robust growth of U.S. demand for Canadian exports 
at a time of strong domestic demand could increase inflation pres- 
sures in Canada. The rapid growth of M1 adds to this concern. On 
the supply side, there is a chance that the strength of spending on 
machinery and equipment and the recent improvement in produc- 
tivity gains may raise capacity limits beyond currently projected 
levels. However, the Bank will continue to take a cautious approach 
to projecting potential output, updating its estimates as evidence 
accumulates. With respect to inflation expectations, there is a risk 
that higher energy prices may feed into the prices of other goods 
and services and into expectations of future inflation. 

In these circumstances of strong economic expansion, high lev- 
els of economic activity relative to capacity, and increased energy 
prices, the challenge for monetary policy will be to judge the bal- 
ance between aggregate demand and supply, to guard against the 
risk that higher energy prices could affect core inflation and 
expectations of future inflation, and to adjust monetary conditions 
in a timely manner so as to preserve the low trend of inflation that 
has been benefiting the Canadian economy. 
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The move to a fixed 
schedule for setting the 
Bank Rate will help 

to focus attention on 
Canadian economic 
circumstances and 


will give the Bank 
more opportunities 
to emphasize the 
medium-term 
perspective of 
monetary policy. 
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ontinuing strong demand 
(oa worldwide, together with 
robust domestic demand, has 
bolstered Canada’s output growth this 
year. Although growth has exceeded 
expectations, the trend of inflation has 
continued to be lower than projected. 

While growth in the U.S. economy 
has been robust, the pace of activity 
moderated in the third quarter. 
Growth in the euro area has been sol- 
id, and recoveries have taken hold in 
many emerging-market economies. 

The combination of strong global 
demand, the rapid ascent of oil prices, 
and the increased likelihood that oil 
prices will remain above previously 
expected levels has heightened the risk 
of higher inflation rates in the major 
industrial countries. 

In this environment, there are 
three main areas of uncertainty for 
Canada’s economic outlook. These are: 
the path of demand growth in the 
United States, the current level and the 
prospective growth of Canada’s pro- 
duction capacity, and world energy 
prices. 


Recent Developments 


While Canada’s real GDP growth 
eased slightly in the first half of 2000, 
at 4.9 per cent, it was still well above 
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the estimated growth of potential out- 
put. Current information points to 
continued solid growth in a range of 
3.5 to 4.5 per cent for the third quarter. 


Highlights 


The Bank has revised up its projec- 
tion of output growth for this year 
to S5percent and anticipates output 
growth between 3 and 4 percent for 
2001. 


At these rates of expansion, pressures 
on production capacity will intensify, 
and, as a result, core inflation is 
expected to rise to 2 percent in the 


second half of next year. 


If oil prices were to stabilize at levels 
just below US$30 a barrel, the rate of 
increase in the total CPI would be 
expected to move down to about 
2 per cent by the end of 2001. 


The three main areas of uncertainty 
for this outlook are: the path of 
demand growth in the United States, 
the current level and _ prospective 
growth of Canada’s production capac- 
ity, and world energy prices. 
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continues to examine a broad range of 
indicators of pressure on capacity before 
coming to a view on the level of poten- 
tial output relative to actual GDP. 

Overall, it is the Bank’s judgment 
that the weight of evidence, including 
the fact that core inflation has been 
lower than expected, does not confirm 
that the economy had moved into 
excess demand by mid-year, but it does 
point to a level of activity close to 
capacity limits. 


Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes 


Target range 


1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 


© Midpoint of the inflation-control target range 


Starting in December 2000, the Bank will be 
moving to a fixed schedule for setting the Bank Rate. 
This should help focus attention on the Canadian 


Over the same period, core CPI 
inflation (the CPI excluding food, 


energy, and the effect of changes in in- economic situation and will also provide the Bank 
Le 


direct taxes) remained in the lower with more opportunities to comment on the path of 
half of the Bank’s inflation-control tar- monetary policy. 

get range, below the level projected in 

the May Report. 


Concern about future pressure on 
capacity limits arising from strong in- 
ternational and domestic demand 
prompted the Bank to raise the Bank 
Rate by 50 basis points on 17 May to 
keep the trend of inflation within the 
Bank’s target range. This action 


While surging energy prices have 
pushed up the total CPI, there has 
been, as yet, little effect on core infla- 
tion and inflation expectations. 

Wages appear to have risen by 
close to 3 per cent in the first half of 
2000. However, considerable gains in 
labour productivity held down unit la- 
bour costs. 

The latest information provides a 
more optimistic assessment of the cur- 
rent level and prospective growth of 
potential output than at the time of the ocday 
May Report. . commercial i Bank Rate minus 

The conventional measure now sug- Pik pase 
gests that the economy may have moved 
into a position of excess demand by mid- 
2000, instead of in the second half of 
1999, as previously estimated. (See Tech- 


90-Day Commercial Paper Rate and the Bank Rate 
Daily 


Bank Rate* 
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nical Box 3 of the full Report.) However, 1999 2000 
because of the uncertainty surrounding * The Bank Rate is the upper limit of the 50-basis-point operating band for the 


overnight rate. 


estimates of the output gap, the Bank 
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followed a similar move by the U.S. 
Federal Reserve in response to the rap- 
id growth in that economy. The Fed’s 
action served to underscore the contin- 
ued risk that strong U.S. demand pres- 
sures could spill over into Canada. 
After these actions, bond yields 
declined as markets perceived a lower 
inflation risk. 

A dominant feature in foreign ex- 
change markets over the past six 
months has been the strength of the 
U.S. dollar. Against this background, 
the Canadian dollar has fluctuated 
between 65.3 and 68.3 cents (US) and 
has risen strongly against most other 
major currencies. 

For most of the past six months, 
the Bank’s monetary conditions index 
fluctuated in a range of -5.5 and -5.0. 
More recently, it has been in the -5.5 to 
-6.0 range, reflecting the movement of 
the Canadian dollar against the U.S. 
dollar. 


The Outlook for Inflation 


In the United States, the recent in- 
terest rate increases by the Federal Re- 
serve appear to have dampened 
activity in interest-sensitive areas of 
the economy to more sustainable lev- 
els. Nevertheless, real GDP is expected 
to grow by about 5 per cent in 2000 and 
slow to a range of 3.0 to 3.5 per cent in 
2001, and the labour market remains 
very tight. 

In the euro area, real GDP growth is 
expected to remain solid in coming 
quarters. Many emerging-market 
economies have continued to recover 
from the 1997-98 financial crisis, and 
the Japanese economy, although still 
fragile, is improving. 

While high and volatile world oil 
prices could dampen these growth 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 


prospects, the underlying strength of 
the global economy, together with the 
potential inflation consequences of 
higher energy prices, continues to tilt 
the balance of risks towards increased 
inflation pressures. 

Over the next 18 months, Canadi- 
an export growth should ease in re- 
sponse to the projected slowing of the 
U.S. expansion. Household spending 
in Canada should remain relatively ro- 
bust, while business investment is ex- 
pected to moderate from its recent 
intense pace. 

Thus, the Bank is currently project- 
ing output growth for this year at 
close to 5 per cent. At this robust rate, 
pressures on production capacity will 
intensify. If, as assumed, growth of 
potential output is 3 per cent, this will 
also lead to conditions of excess de- 
mand by early 2001. As a result, core 
inflation is still projected to rise to 
2 per cent, but not until the second half 
of next year. 

Output growth in 2001 is projected 
to slow to a range of 3 to 4 per cent (on 
an annual average basis), primarily 
reflecting the expected slowdown in 
the U.S. economy. This is expected to 
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lead to conditions that will keep core 
inflation steady at 2 per cent as the 
pace of growth decelerates through 
the year. Were this slowdown not to 
materialize, a situation of excess 
demand in the economy would persist, 
resulting in further upward pressure 
on inflation. 

If oil prices were to stabilize at lev- 
els just below US$30 a barrel, the rate 
of increase in the total CPI would be ex- 
pected to move down to about 
2 per cent by the end of 2001. 

The principal risks surrounding 
this outlook revolve around demand, 
supply, and expectations for inflation. 

Continued robust growth in U.S. 
demand for Canada’s exports could in- 
crease inflation pressures here. On the 
supply side, there is a possibility that 
brisk spending on machinery and 
equipment, combined with recent 
productivity gains, could raise capacity 
limits beyond currently projected 


levels. However, until further 
evidence accumulates, the Bank will 
continue to take a cautious view 
regarding the growth potential of the 
Canadian economy. In addition, there 
is the risk that if current high energy 
prices are maintained, they will feed 
through to the prices of other goods 
and services and, possibly, into 
expectations of future inflation. 

In this climate of strong economic 
expansion, high levels of activity rela- 
tive to potential, and increased energy 
prices, the challenge for monetary pol- 
icy will be to judge the balance be- 
tween aggregate demand and supply 
and to guard against the risk that high- 
er energy prices could affect core infla- 
tion and expectations of future 
inflation. To preserve the low trend of 
inflation that has been benefiting the 
Canadian economy, the Bank must be 
prepared to adjust monetary condi- 
tions in a timely manner. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in May and November. Regular 


Updates are published in August and February. Copies of the full Report, the Summary, and the Update may 


be obtained by contacting: Publications Distribution, Communications Services, Bank of Canada, Ottawa, 
Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
Web site: http:/ /www.bankofcanada.ca 
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mondiale et la vigueur de la 

demande intérieure ont stimulé 

la croissance de la production 
au Canada pendant l’année. Bien que 
la croissance ait dépassé les attentes, 
l’inflation tendancielle est restée infé- 
rieure a ce qui avait été projeté. 

Si le rythme de l’expansion de 
l’économie américaine est demeuré vif, 
l’activité s’est modérée au troisiéme 
trimestre. La croissance a été solide 
dans la zone euro, et de nombreux 
pays a marché émergent ont bénéficié 
d’une reprise. 

La force de la demande mondiale, 
conjuguée a la hausse rapide des prix 
du pétrole et au fait qu’il parait de plus 
en plus possible que ces derniers 
restent supérieurs a ce que l’on avait 
prévu, a accentué le risque d’une hausse 
de l’inflation dans les grands pays 
industriels. 

L’évolution de la situation met en 
évidence trois grands facteurs d’incer- 
titude pesant sur les perspectives 
économiques au Canada, a savoir la 
progression de la demande aux Etats- 
Unis, le niveau actuel ainsi que le taux 
de croissance futur de la capacité de 
production de l’économie canadienne 
et les cours mondiaux de 1l’énergie. 
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Faits saillants 


¢ La Banque a révisé a la hausse ses pré- 


visions concernant la croissance de la 
production et estime maintenant qu’elle 
se situera cette année 4 5 % et qu’elle 
s’établira entre 3 et 4 % en 2001. 


Etant donné la vigueur de l’expansion, 
les pressions s’exercant sur la capacité 
de production s’intensifieront et, par 
consequent, l’inflation mesurée par 
‘indice de référence devrait monter 
a 2% au second semestre de l’année 
prochaine. 


Si le cours du baril de pétrole brut se 
stabilise tout juste sous les 30 dollars 
E.-U., le taux d’augmentation de 1’IPCc 
global devrait baisser pour s’établir a 
environ 2 % d’ici la fin de 2001. 


Les trois grands facteurs d’incertitude 
pesant sur les perspectives écono- 
miques au Canada sont la progression 
de la demande aux Etats-Unis, le 
niveau actuel et le taux de croissance 
futur de la capacité de production de 
l’économie canadienne et les cours 
mondiaux de l’énergie. 
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Indice des prix 4 la consommation 
Taux de variation sur douze mois 


IPC global 
IPC hors alimentation, 


énergie et effet des 
impots indirects 


Fourchette cible 


* 


1991 1992; 1-1993 1994 ° 1995 1996 1997 1998 1999 2000 


© Point médian de la fourchette cible de maitrise de |’inflation 


L’évolution recente 


Bien que la croissance du PIB réel 
du Canada ait légérement ralenti au 
premier semestre de 2000, pour se 
situer 4 4,9 %, elle est tout de méme 
restée nettement supérieure a la crois- 
sance estimative de la production 
potentielle. Les chiffres les plus récents 
donnent a penser que l’expansion s’est 
poursuivie a un rythme robuste de 
3,5a4,5 % au troisiéme trimestre. 

Durant la méme période, |’infla- 
tion mesurée par l’indice de référence 
(l’1rc hors alimentation, énergie et effet 
des modifications des impdéts indi- 
rects) est demeurée dans la moitié infé- 
rieure de la fourchette de maitrise de 
l’inflation visée par la Banque et s’est 
établie en deca du niveau prévu dans 
le Rapport de mai. 

Malgré la hausse qu’elle a fait su- 
bir au taux d’accroissement de 1’IPC 
global, l’escalade des prix de l’énergie 
n’a eu jusqu’a présent que peu d’effet 
sur l’inflation mesurée par l’indice de 
référence et sur les attentes d’inflation. 

Les salaires semblent avoir aug- 
menté de pres de 3 % au premier se- 
mestre de 2000. Cependant, les gains 
importants enregistrés sur le plan de la 
productivité du travail ont contribué a 
contenir les cotits unitaires de main- 
d’ceuvre. 

Les plus récentes données four- 
nissent une évaluation plus optimiste 
du niveau actuel de la production 


potentielle et de ses perspectives de 
croissance qu’au moment de la paru- 
tion du Rapport de mai. 

La mesure habituelle de la Banque 
donne maintenant a penser qu’une 
demande excédentaire serait apparue 
dans |’économie durant la premiere 
moitié de 2000, au lieu du second 
semestre de 1999, comme on s’y était 
d’abord attendu (voir la Note tech- 
nique 3 dans la version complete du 
Rapport). Cependant, en raison de 
Vincertitude dont sont entachées les 
estimations de l’écart de production, 
la Banque continue d’examiner une 
vaste gamme d’indicateurs des pres- 
sions s’exercant sur la capacité avant 
de se forger une opinion sur le niveau 
de la production potentielle par rap- 
port au PIB réel. 

Dans l’ensemble, la Banque estime 
que les résultats dont elle dispose, y 
compris le fait que l’inflation mesuree 
par l’indice de référence a été infé- 
rieure aux attentes, n’ont pas confirmeé 
que l’économie se trouvait, au milieu 
de l’année, aux prises avec une de- 
mande excédentaire, mais ils portent a 
croire qu’elle fonctionne a un niveau 
proche des limites de sa capacité de 
production. 

Les craintes que la vigueur de la 
demande de produits canadiens au 
pays et a l’étranger ne pousse l’appa- 
reil de production aux limites de sa 
capacité ont incité la Banque a relever 


Taux du papier commercial a 90 jours 


et taux officiel d’escompte 
Données quotidiennes 


Taux du 
papier commercial 
a 90 jours 


Taux officiel 
d’escompte* 


Taux officiel 


' : 
,-—-4 d’escompte moins 
50 points de base 


TeES CME CAM TASS COINS Date Mica Mit 


1999 2000 


J 


A S.O N D 


* Le taux officiel d’escompte correspond a la limite supérieure de la fourchette 
opérationnelle de 50 points de base pour le taux du financement a un jour. 
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A compter de décembre 2000, la Banque appli- 
quera un nouveau systeme de dates préétablies pour 
la mise en aeuvre des modifications du taux officiel 
d’escompte. Le nouveau systéme devrait contribuer 


a focaliser l’attention sur la situation économique 
au Canada et donnera de nouvelles occasions a la 
Banque de rendre compte de la conduite de Ia poli- 
tique moneétaire. 


le taux officiel d’escompte de 50 points 
de base le 17 mai, afin de maintenir la 
tendance de |’inflation a l’intérieur de 
la fourchette cible. Cette mesure faisait 
suite a une décision du méme ordre 
prise par la Réserve fédérale des Etats- 
Unis face a la croissance rapide de 
l’économie américaine. Le geste de la 
Réserve fédérale a fait ressortir le risque 
toujours présent que les fortes pres- 
sions s’exercant du cété de la demande 
dans ce pays ne se propagent au Canada. 
Les rendements obligataires ont fléchi 
apres ces interventions, les risques 
d’inflation ayant diminué aux yeux 
des marchés. 

Un trait dominant des marchés des 
changes au cours des six derniers mois 
a été la vigueur du dollar américain. 
Dans ce contexte, le cours du dollar 
canadien a fluctué entre 65,3 et 
68,3 cents E.-U. et s’est apprécié vive- 
ment par rapport a la plupart des 
autres grandes monnaies. 

Pendant la majeure partie des six 
derniers mois, l’indice des conditions 
monétaires de la Banque a fluctué 
entre —5,5 et —5,0. Plus récemment, ila 
oscillé entre -5,5 et -6,0 au gré des va- 
riations du dollar canadien par rap- 
port a la devise américaine. 


Les perspectives en matieére 
d’inflation 
Aux Etats-Unis, les récentes majo- 


rations effectuées par la Réserve fédé- 
rale semblent avoir ramené l’activité 


dans les secteurs sensibles aux taux 
d’intérét a des niveaux plus soute- 
nables. On s’attend toutefois a ce que 
la progression du PIB réel dans ce 
pays se situe aux alentours de 5 % 
en 2000 puis décélére pour s’établir 
entre 3,0 et 3,5 % en 2001, et a ce que 
les tensions régnant sur le marché du 
travail se maintiennent. 

Dans la zone euro, la croissance du 
PIB réel devrait rester vigoureuse au 
cours des prochains trimestres. La re- 
prise qu’ont connue de nombreux 
pays a marché émergent au lendemain 
de la crise financiére de 1997-1998 se 
poursuit, et l’économie japonaise, 
quoiqu’encore fragile, se redresse. 

Bien que le niveau élevé et la vola- 
tilité des cours mondiaux du pétrole 
puissent tempérer ces perspectives de 
croissance, les risques d’une intensifi- 
cation des pressions inflationnistes 
sont toujours présents compte tenu de 
la vigueur fondamentale de l’écono- 
mie mondiale et des répercussions que 
pourrait avoir le renchérissement de 
l’énergie sur |’inflation. 

L’avance des exportations cana- 
diennes devrait décélérer au cours des 
18 prochains mois, parallélement au 
tassement prévu de l’expansion chez 
nos voisins du sud. On s’attend a ce 
que la dépense des ménages au pays 
demeure relativement solide, tandis 
que les investissements des entreprises 
devraient se modérer par rapport a 


Indice des conditions monétaires 
Données des mercredis, janvier 1987 = 0 
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la cadence trés rapide observée ces 
derniers temps. 

La Banque prévoit donc que la 
croissance de la production s’établira a 
prés de 5 % cette année. Un tel rythme 
signifie que les pressions s’exercant 
sur la capacité de production s’accen- 
tueront. Si, comme on le suppose, le 
taux de croissance de la production 
potentielle se chiffre a 3 %, l’économie 
risque de se retrouver aux prises avec 
une demande excédentaire durant les 
premiers mois de 2001. Par consé- 
quent, on s’attend encore a ce que 
l’inflation mesurée par l’indice de réfé- 
rence monte a 2%, mais pas avant le 
second semestre de l’année prochaine. 

La croissance de la production de- 
vrait fléchir en 2001 pour s’établir a 
l’intérieur d’une plage de 3 a 4 % (en 
moyenne annuelle), en raison surtout 
de la baisse de régime anticipée aux 
Etats-Unis. Comme cela se traduira 
par un ralentissement du rythme d’ex- 
pansion de l’économie au cours de 
l’année, |’inflation mesurée par |’in- 
dice de référence devrait se stabiliser a 
2 %. Sice ralentissement ne se matéria- 
lise pas, la demande restera excéden- 
taire, ce qui exercera de nouvelles 
pressions a la hausse sur I’inflation. 

Si le prix du pétrole brut se stabi- 
lise tout juste sous les 30 dollars E.-U. 
le baril, le taux d’augmentation de l’IPC 
global devrait se replier a environ 2 % 
d'ici la fin de 2001. 

Les principaux risques qui pesent 
sur ces prévisions touchent a la de- 
mande, a l’offre et aux anticipations 
d’inflation. 


Le dynamisme soutenu de la 
croissance de la demande amé€ricaine 
de produits d’exportation canadiens 
pourrait attiser les pressions inflation- 
nistes au Canada. Du cété de l’offre, 
la hausse des investissements en ma- 
chines et matériel de méme que celle 
des gains de productivité observée 
récemment pourraient pousser les 
limites de la capacité de production 
au-dela des niveaux actuellement 
projetés. Cependant, tant que cela ne 
sera pas confirmé par les données, 
la Banque continuera de se montrer 
prudente dans ses projections quant 
au potentiel de croissance de l’écono- 
mie canadienne. Enfin, plus les cours 
élevés de l’énergie se maintiennent, 
plus ils risquent d’influencer les 
prix d’autres biens et services et, éven- 
tuellement, les attentes relatives a 
l’inflation. 

Dans le contexte actuel, caractérisé 
par une forte expansion économique, 
de hauts niveaux d’activité par rapport 
4 la capacité et le renchérissement de 
l’énergie, le défi que devront relever 
les autorités monétaires sera d’évaluer 
ou se situe l’équilibre entre l’offre et la 
demande globales et d’empécher la 
hausse des cours de l’énergie de se ré- 
percuter sur l’inflation mesurée par 
l’indice de référence et sur les attentes 
d’inflation. Pour maintenir la tendance 
de l’inflation au bas niveau qui s’est 
avéré bénéfique a l’économie cana- 
dienne, la Banque doit se tenir préte a 
ajuster les conditions monétaires au 
moment opportun. 


Le Rapport sur la politique monétaire de la Banque du Canada est publié deux fois l’an, soit en mai et en 
novembre. Des mises 4 jour de l’analyse qui y est présentée paraissent en aoat et en février. Pour recevoir 
des exemplaires du Rapport au complet, du Sommaire ou de la Mise a jour, veuillez communiquer avec le 
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Canada K1A 0G9. 
Téléphone : (613) 782-8248; adresse électronique : publications@banqueducanada.ca; 
site Web : http: //www.banqueducanada.ca 
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The 1985 silver dollar on the cover was designed by Karel Roblicek and marks the 100th anniversary 
of Canada’s National Parks. The national parks system began in November 1885 when 26 square 
kilometres on the north slope of Sulphur Mountain were set aside for public use. This was the 
beginning of what is now Banff National Park. The Dominion Parks Branch, the world’s first 
distinct bureau of national parks, was formed in 1911, and the National Parks Act was passed in 
1930. There are currently 39 national parks and national park reserves (areas designated to become 
parks). 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Malcolm Knight, Charles Freedman, Paul Jenkins, 
Tim Noél, Sheryl Kennedy, and Pierre Duguay. 


As we look ahead through this year and into 
2002, the Bank remains positive about Canada’s 
economic prospects . . . . Canada’s economic 
fundamentals are sound—in fact, they are the 
best they have been in nearly 30 years. Canada 
continues to benefit from a climate of low, stable, 
and predictable inflation. 


David Dodge 

Governor of the Bank of Canada 
Opening Statement before the 

Standing Senate Committee on Banking, 
Trade and Commerce 

28 March 2001 
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C ANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


e Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in income and employment. 


The monetary policy instrument 


e Since December 2000, announcements regarding the Bank’s policy instru- 
ment—its operating band for the overnight interest rate—are taking 
place, under normal circumstances, on eight pre-specified dates during 
the year. 


e In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consistent 
with the inflation-control target range. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 

changes in monetary conditions is usually spread over six to eight quarters. 


The targets 


¢ In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


.© By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


¢ In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of food and energy, as well as by changes in 
indirect taxes. For this reason, the Bank focuses on the CPI excluding food, 
energy, and the effect of changes in indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of anticipated per- 
sistent differences between the trends of the two measures, the Bank 
would adjust its desired path for core CPI inflation so that total CP! infla- 
tion would come within the target range. 
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1. INTRODUCTION 


At the time of the November 2000 Monetary Policy Report, 
although signs of the anticipated slowing of the U.S. economy 
were becoming apparent, the momentum of the global economy 
was considered strong. 

The U.S. slowdown has, in fact, turned out to be more pro- 
nounced than expected, and, largely as a consequence, growth in 
global demand has been weaker than projected. A weaker global 
economy, together with declines in energy prices from earlier 
peaks, has reduced the risk of inflationary pressures worldwide. 

The abrupt easing in the pace of U.S. economic expansion, par- 
ticularly in the markets for motor vehicles and for information 
and telecommunications equipment, contributed importantly to a 
slowing in economic growth in Canada towards the end of last 
year and into 2001. The pace of expansion in both the U.S. and 
Canadian economies during the first half of this year is now pro- 
jected to be much weaker than expected last November, as inven- 
tory imbalances in those sectors experiencing weaker demand are 
corrected. As a result, the Canadian economy will probably be 
operating somewhat below capacity by mid-2001, suggesting some 
downward pressure on core CPI inflation over the remainder of the 
year. 

To support a rebound in the growth of aggregate demand in 
the second half of this year and in 2002, the Bank of Canada low- 
ered its Bank Rate by 25 basis points on the 23 January announce- 
ment date, by 50 basis points on 6 March, and by 25 basis points 
on 17 April. These actions brought the Bank Rate down to 5.0 per 
cent and the target for the overnight rate to 4.75 per cent. These 
moves were consistent with the policy objective of keeping infla- 
tion close to the midpoint of the Bank’s 1 to 3 per cent target range 
over the medium term. 

The main uncertainty facing the Canadian economy is the tim- 
ing and strength of the rebound in the U.S. economy. While the 
Bank expects a significant pickup in U.S. growth in the second half 
of 2001 and some further strengthening in 2002, the abruptness 
and extent of the slowdown highlight the downside risk that the 
rebound in aggregate demand in the United States may take 
longer to take hold. 


This report includes information received up to the fixed announcement date 
on 17 April 2001. 


The slowdown in the U.S. 
economy has been greater 
than expected... 


... contributing to lower 
economic growth in Can- 
ada in the first half of 
2001 than was projected 
last November. 


As a result, some down- 
ward pressure on core 
inflation is expected over 
the remainder of the year. 


The Bank has lowered the 
Bank Rate by a total 

of 100 basis points, 
consistent with the 
policy objective of keep- 
ing inflation close to the 
2 per cent midpoint. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Since last autumn, core CPI inflation has moved up to the mid- 
point of the Bank’s 1 to 3 per cent inflation-control target range 
slightly faster than expected. The rate of increase in the total CPI 
has remained close to 3 per cent, reflecting primarily the increases 
in energy prices over the past year. 


Inflation and the target range 


Core inflation has moved The 12-month rate of increase in the core CPI was 2.0 per cent 
up to the midpoint of the in February, up from 1.3 per cent last September and marginally 
target range... higher than projected in the November Report (Chart 1). Other 


statistical measures of the trend rate of inflation were just 
below the core rate (Chart 2). 

The rise in the core rate of inflation over the past six months 
was broadly based among the major components of the core CPI. 


Chart 1 
Consumer Price Index 


Year-over-year percentage change 


CPI excluding food, energy, 
and the effect of indirect taxes Target range 
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Total CPI 
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© Midpoint of the inflation-control target range 


. while the total CPI The 12-month rate of increase in the total CPI has remained 
has remained close to close to 3 per cent since last autumn, reflecting large increases in 
3 per cent. energy prices over the year. While the rate of increase in fuel oil 


and gasoline prices has eased over this period, tight supplies of 
natural gas have led to a substantial jump in overall energy 
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Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


CPIW 5 
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Core CPI 


1997 1998 1999 2000 2001 


* CPIX excludes the eight most volatile components from the CPI as well as the effect of 
indirect taxes on the remaining components. 

** CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 


prices.! Food prices have also risen considerably in recent months, 
particularly for beef, pork, and vegetables. 

To date, the pass-through of first-round effects from higher 
energy costs to the core CPI have remained small. The estimated 
effect was less than 0.1 per cent over the past year and was most 
evident in the prices of both local and air transportation. 

The surge in the prices of Canada’s energy commodities 
between the end of 1999 and the end of 2000 helps to account for 
the substantial rise over that period in the chain price index for 
GDP relative to the core CPI (Chart 3). 

The prices of non-energy commodities, after easing between 
May and October of last year, have remained steady in recent 
months (Chart 4). The slowdown in world economic growth con- 
tributed to a further decrease in the prices of metals and pulp, but 
livestock prices have moved up in response to strengthening 
demand and reduced supplies in Europe (owing to foot-and- 
mouth disease). 


1. In Alberta, consumer costs for natural gas were held down between January 
and April by a provincial government assistance program. Electricity prices in 
British Columbia were kept down between February and April by a special 
provincial government credit, while electricity prices in Alberta will also be lower 
throughout 2001 as a result of an Alberta government rebate. These credits are 
estimated to have reduced the year-over-year change in the national CPI by about 
0.3 percentage points in the first quarter of 2001. 
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Chart 3 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
for GDP 


Core CPI 


1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


Chart 4 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


Total index 


1992 1993 1994 1995 1996 1997 1998 1999 2000 
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Factors at work on inflation 


Aggregate demand 


The pace of Canada’s economic expansion slowed in the final 
quarter of 2000, mainly in response to an abrupt slowing in U.S. 
economic growth. After increasing by 4.5 per cent on average over 
the first three quarters (Chart 5), real GDP in Canada rose at an 
annual rate of only 2.6 per cent in the fourth quarter of 2000.2 
With lower-than-anticipated growth in the fourth quarter and 
downward revisions to real GDP in the first three quarters of the 
year, economic activity in 2000 rose by 4.7 per cent on an annual 
average basis—less than the 5 per cent pace expected at the time 
of the February Update. Available information suggests that real 
GDP growth for the first quarter of 2001 will be in a range of 
1.25 to 2.25 per cent, with robust gains in final domestic demand 
partly offset by sluggish exports and further reductions in inven- 
tory investment. 


Chart 5 
Real Gross Domestic Product in Canada 


Year-over-year 
percentage change 


Quarterly growth 


at annual rates 


2. Based on the chain Fisher volume index (see Technical Box 3, p. 24), 
aggregate output growth fell from 3.7 per cent, on average, in the first three 
quarters of 2000 to 1.2 per cent in the final quarter. 


Real GDP growth slowed 
in the fourth quarter of 
2000 and remained modest 
in the first quarter of 
2001. 


Technical Box 1 
Recent Developments in the North American Automotive Sector 


Motor vehicle sales rose sharply in the United States in the late 1990s, fuelled 
by pent-up demand and rising household incomes. Against this background, 
favourable relative unit labour costs and earlier production decisions that led to 
Canadian plants manufacturing vehicles in high demand paved the way for 
Canadian producers to boost their share of the North American market (exclud- 
ing Mexico) to about 19 per cent (or over 3 million units) in 2000. This growth 
has been reflected in a rising trade surplus on automotive products of about 
$12 billion (in real terms), from less than $6 billion in 1990. At the same time, 
about 50,000 jobs were created in the automotive sector which, by 2000, 
employed roughly 164,000 people. Over the same period, the industry’s share of 
Canadian real GDP increased almost 1 percentage point to about 2.5 per cent. 

As Canada’s share of the North American market rose, the Canadian auto 
sector became more exposed to a downturn in U.S. sales. Thus, in response to the 
slowdown in the United States, the industry cut motor vehicle production and 
announced a series of temporary layoffs in late 2000 and early 2001. These cuts 
were designed to bring inventories back to normal levels. Canadian output in 
motor vehicle and parts manufacturing fell about 23 per cent at annual rates in 
the fourth quarter of 2000, and a further sharp decline occurred in the first quar- 
ter of this year. Sales of motor vehicles in the United States were stronger than 
expected in the first quarter, however, thus lowering the stock-to-sales ratio sig- 
nificantly. Canadian production of vehicles and parts should therefore recover 
somewhat in the second quarter. 

Nonetheless, sales and production are unlikely to return to their previous 
peak, since it is likely that pent-up U.S. demand has been largely satisfied. Cana- 
dian expenditures on motor vehicles should provide some support later in 2001, 
given the different cyclical positions of the two economies, tax cuts, and a rela- 
tively older fleet of cars in Canada. The impact on Canadian production is likely 
to be small, however, since most of Canada’s output of motor vehicles is directed 
to the U.S. market, while the bulk of Canadian consumption is satisfied by 
imports. 
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The downturn in the U.S. auto market led to reduced Cana-_ [1 particular, the output 

dian automotive exports and production in the fourth quarter of of motor vehicles 

2000 and in early 2001, as manufacturers began to bring inventory declined... 

levels into balance (Technical Box 1). This contributed to cutbacks 

in the output of related industries such as primary metals and 

motor vehicle parts. In addition, as the rate of expansion of spend- 

ing on machinery and equipment by U.S. businesses fell sharply, 

the growth in Canadian shipments of electronic products and 

other machinery and equipment eased considerably from the 

extremely buoyant pace of the first half of the year (Technical 


Box 2). Concerned about high inventory levels, Canadian manu-..... aiid production 
facturers of electrical and electronic products have reduced their electrical and electroni: 
rates of production. products eased. 


Investment in capital goods by Canadian business, particularly 
in highly import-intensive computers and other machinery and 
equipment, appears to be recovering after falling off in the last 
three months of 2000. In contrast, household expenditures 
remained robust through year-end and into 2001, supported by 
continued high levels of consumer confidence, solid employment 
growth, and federal and provincial government tax reductions 
(Chart 6). 


Chart 6 


Consumer Confidence 
Year-over-year 
1991 = 100 percentage change 
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115 Index of 
consumer attitudes * 
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Household 
spending** 
(right scale) 
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* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer goods and services plus housing 
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Technical Box 2 


Electrical and Electronic Products Manufacturing 
in the United States and Canada 


Much of the marked stronger growth in economic activity and productivity 
in the United States in recent years was generated by unusually rapid progress in 
information and communications technologies (ICTs). This, in turn, led to very 
large reductions in the real prices of computers, software, and communications 
equipment and, hence, to very substantial increases in investments in these high- 
technology items (Jorgenson and Stiroh 2000). 

Canadian manufacturers of electronic products have benefited substantially 
from booming sales of ICT equipment to the U.S. market during the past decade. 
For instance, over that period, the share of shipments of ICT equipment in total 
exports of goods and services rose by two-thirds to nearly 10 per cent. As 
well, the output share of electrical and electronic manufacturing in Canada’s 
aggregate GDP has more than doubled since 1990 to 2.3 per cent. This expansion 
of activity in Canada has been boosted by growing two-way trade in office 
machines and telecommunications equipment, particularly with the United 
States (Dion 1999-2000). In the year ending in the third quarter of 2000, Canadian _ 
output of electrical and electronic products rose by nearly 40 per cent, accounting 
for close to 16 per cent of the growth in aggregate GDP at factor cost over that 
period. 

The growth of U.S. capital spending on computers and other ICT equipment 
has eased considerably since mid-2000, however. First, the market for personal 
computers seems to be maturing, leading to a marked slowdown in growth. Sec- 
ond, many high-technology firms in the United States, especially those providing 
telecommunications services, have been experiencing financing constraints and 
have therefore significantly cut their plans for capital spending. These develop- 
ments contributed to a sharp decrease in the rate of expansion of Canada’s out- 
put of electrical and electronic products in the last quarter of 2000, followed by a 
cutback in production in early 2001. Indeed, the growth of demand in the U.S. 
market and therefore of manufacturing activity in this particular Canadian 
industry is likely to continue to be much lower in the first half of 2001 than it has 
been in recent years. 

Long-term prospects for a pronounced expansion in U.S. demand for ICT 
equipment are still good, however, given the strong ongoing pace of technical 
change in ICTs and the subsequent continuing large reductions in the real prices 
of these products. Expanding markets for new products such as wireless commu- 
nications devices should also help sustain robust growth in the market for ICT 
equipment. The Canadian industry’s strong innovative capabilities, especially in 
the area of telecommunications equipment, should help maintain its competitive 
position in the U.S. market over the medium term; however, the timing of the 
recovery in U.S. demand is difficult to predict. 
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Estimated pressures on capacity 


A number of indicators support the view that pressures in 
product and labour markets intensified during the first three quar- 
ters of last year, and that the Canadian economy was operating in 
excess demand during the second half of last year. The increases 
in core inflation and in wage rates over the past six months are 
consistent with this view. The Bank’s conventional measures of 
potential output and the output gap also suggest that the Cana- 
dian economy was operating slightly above potential output at the 
end of 2000 (Chart 7).° Statistics Canada’s measured rate of capac- 
ity utilization in the non-farm, goods-producing sector in the 
fourth quarter of 2000 was only slightly below the level reached in 
the late 1980s, when pressures on capacity were high. Vacancy 
rates in the apartment and commercial real estate markets are also 
below previous lows reached in the late 1980s. 

More recent indicators, however, point to capacity pressures 
easing in early 2001. Consistent with the slowing we have seen in 
the pace of activity to below the economy’s growth potential, the 
estimated output gap would be approaching zero in the first quar- 
ter of 2001. The ratio of unfilled orders to shipments in the manu- 
facturing sector has fallen in recent months. Purchasing managers 
have reported reductions in delivery time, and the level of inven- 
tories relative to sales has risen. Finally, anecdotal reports of 
labour shortages have diminished since December, although 
upward wage pressures persist in certain sectors and professions. 

Overall, the full range of indicators suggests that the economy 
was operating at, or slightly above, full capacity at the end of last 
year, but that these pressures have eased through the first half of 
2001. 


3. It must be recognized that there is always considerable uncertainty around 
estimates of the output gap using the Bank’s conventional techniques. This is 
particularly true in a period of rapid technological and structural change. 
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A number of 
indicators suggest that 
the economy was in 
excess demand at the 


end of 2000... 


. while more recent 
indicators point to an 
easing in capacity pres- 


sures in early 2001. 


is in labour compen- 


sation have moved up 


significantly into a range 


of 3.25 to 3.75 per cent. 
With only modest growth 
in labour productivity, 
the rise in unit labour 
costs, measured on a year- 
; y= = _ 
over-year basis, was about 
3 per cent at year-end. 
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Chart 7 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 

Note: Estimate for the first quarter of 2001 is based on projected output growth of 1.75 per cent 
for that quarter. 


Cost pressures 


Based on both the average hourly earnings of permanent 
workers and labour compensation per person-hour in the business 
sector, it appears that the underlying rate of increase in average 
labour compensation moved up into a range between 3.25 and 
3.75 per cent in the second half of 2000 and into the early part of 
2001 (Charts 8 and 9). The rise in labour compensation per person- 
hour in the business sector last year was boosted by unusually 
large bonus payments. Labour productivity growth eased consid- 
erably in the second half of 2000 as a result of the slowdown in 
economic expansion, with output per person-hour in the business 
sector increasing by only 0.7 per cent between the fourth quarter 
of 1999 and the fourth quarter of 2000 (Chart 9). As a result, the 
year-over-year rise in unit labour costs in the business sector was 
3.1 per cent in the fourth quarter of 2000. 


Other indicators of inflation pressures 


It is often the case that large movements in real estate prices, 
which typically reflect shifts in both inflation expectations and 
economic growth, precede substantial changes in core inflation. 
No such large movements have been observed recently. The year- 
over-year increase in the selling price of existing housing (based 
on the Royal LePage index) was 4.4 per cent in the fourth quarter 
of 2000, down somewhat from the rate seen at the end of 1999. 
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The 12-month rise in new-home prices remained steady at 2.4 per 
cent in February. Gains in the prices of non-residential commercial 
properties last year were moderate and slightly higher than in 1999. 


Chart 8 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers 
(year-over-year percentage change)* 


Private sector** 


NA ~/ Piti sector** 
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* Source: Labour Force Information 
** Source: Human Resources Development Canada, last data point plotted = January 2001 
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Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation per 
\ person-hour* 


4 Output per 
person-hour 
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* Labour compensation includes the labour income of paid workers plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily | 
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Bank Rate announcements 
since the November 
Report: 


5 December—unchanged at 


6.0 per cent 


23 January—down 25 basis 
points 

6 March—down 50 basis 
points 


17 April—down 25 basis 
points to 5.0 per cent 
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3. FINANCIAL DEVELOPMENTS 


Policy actions and financial market developments 


Since the November Report, the Bank Rate has been lowered on 
three occasions by a total of 100 basis points. The timing and mag- 
nitude of the policy-rate declines had been largely anticipated in 
financial markets. Indeed, reductions in the 90-day commercial 
paper rate occurred prior to the central bank actions (Chart 10). 
Since November, the 90-day paper rate has declined by about 
125 basis points to around 4.65 per cent and embodies expecta- 
tions of further Bank Rate reductions of about 25 basis points by 
the end of the second quarter. In the United States, financial market 
participants expect the Federal Reserve Board to lower the federal 
funds target rate by about an additional 50 basis points by the end 
of the second quarter in addition to the 150 basis points of cuts so 
far this year. 


Chart 10 


90-Day Commercial Paper Rate, the Bank Rate, 
and the Overnight Rate 
Daily 


Bank Rate* 
90-day 
commercial paper rate eel 
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* The Bank Rate is the upper limit of the 50-basis-point operating band for the overnight rate. 


Yield spreads between Canadian and U.S. government securi- 
ties turned positive for maturities of 2 to 30 years in late 2000, and 
subsequently widened out. This is consistent with market expecta- 
tions of a sharper slowdown in the United States than in Canada, 
but it also reflects an increased preference for U.S.-dollar assets, as 
global investors have sought the safety and liquidity of U.S. finan- 
cial markets at a time of uncertainty. 
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This shift in investor sentiment has also been reflected in the 
strength of the U.S. dollar against all major currencies. A number 
of recent developments have been behind this change in senti- 
ment: volatility in global equity markets; the slowdown in the glo- 
bal economy; the situation in several emerging-market economies; 
and concern about the direction of macroeconomic and structural 
policies in certain industrial countries. 

Primarily reflecting these market swings, the Canadian dollar 
has declined from about 67 cents (U.S.) at the turn of the year to 
around 64 cents more recently. Compared with other major curren- 
cies, however, the Canadian dollar has remained quite firm 
(Chart 11). 


Chart 11 
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With declining short-term interest rates and a lower Canadian 
dollar, monetary conditions have eased substantially since the 
November Report (Chart 12). 
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The U.S. dollar has been 
strong against all major 
currencies, reflecting 
market uncertainties. 


While financial condt- 
tions tightened in late 
2OUD mn 


... there have been signs 
of improvement more 


recently. 
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Chart 12 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 


Other financial developments 


The end of 2000 also saw a general tightening in North Ameri- 
can financial conditions. As investors became more concerned 
about prospects for economic growth, risk premiums rose and 
credit standards tightened, particularly in the United States. Yields 
on corporate bonds climbed, not only for lower-quality bonds, but 
also for blue-chip issues. The stock market was also affected as the 
correction in technology stocks continued. 

There have, however, been signs of improvement in financial 
conditions more recently, partly because of interest rate cuts by 
both the U.S. Federal Reserve and the Bank of Canada. There 
appears to be underlying confidence that policy actions will limit 
the extent of the economic slowdown as evidenced by the yields 
on medium- and longer-term Canadian government bonds, which 
have fallen less than yields on short-term bonds (and, in some 
cases, have even increased) (Chart 13). 
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Chart 13 


Term Structure of Interest Rates in Canada 
Yields on treasury bills, government bonds, commercial paper, and corporate bonds 
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Reflecting the past tightening in financial conditions, growth in 
Canadian business credit has slowed in recent months. Moreover, 
with increased uncertainty over the economic outlook, firms are 
favouring longer-term financing. As a result, growth in short-term 
business credit was quite weak in January and February, but growth 
in bonds has been picking up. Investors have also shifted funds from 
equity markets into bonds, leading to a decline in bond rates. Weak- 
ness in short-term business credit may also reflect lower demand for 
financing, stemming from a slower pace of inventory investment and 
a decline in the number of mergers and acquisitions. 
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Projections of world 
economic growth have 
been revised down. 


The U.S. slowdown has 
turned out to be greater 
than expected. 
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4. THE OUTLOOK FOR INFLATION 


International background 


Projections of world economic growth for 2001 have been 
revised down in recent months, reflecting a slower pace of growth 
not only in the United States but in most other parts of the world 
as well. For example, the International Monetary Fund now 
projects world output to expand by just over 3.0 per cent this 
year—down a full percentage point from its outlook last autumn. 
Its current projection for 2001 compares with actual world 
economic growth of 4.8 per cent in 2000, 3.4 per cent in 1999, and 
2.6 per cent in 1998 (at the height of the Asian crisis). 


Chart 14 
U.S. Real Gross Domestic Product 


Quarterly growth 
at annual rates a 


Year-over-year 
percentage change 


Last November, the anticipated slowing in U.S. economic 
growth in response to earlier increases in interest rates and per- 
sistently higher energy prices appeared to be underway. In fact, 
the slowdown has turned out to be greater than expected. Average 
growth in the last two quarters of 2000 was only 1.6 per cent 
(Chart 14), less than one-third of the pace recorded in the first two 
quarters of the year. Business investment has weakened, following 
reductions in corporate profits, tightening in business credit con- 
ditions,* and substantial declines in equity markets. Falling equity 


4. AUS. survey of senior loan officers regarding bank lending practices carried 
out in early March shows that business lending conditions have tightened further 
since early January. Yield spreads on riskier corporate bonds remain high, but the 
level of corporate bond yields has declined since the November Report. 
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prices, lower employment growth, and high energy prices have 
also caused sharp declines in consumer confidence and reduced 
consumption growth. This weakness in demand has led to product 
cutbacks in the manufacturing sector, primarily in automobiles 
and electronics (telecommunications and computer equipment) to 
correct inventory imbalances. 

While new inventory-management techniques have resulted in 
lower general inventory levels in recent years, they have also 
allowed firms to quickly adjust production when excess inven- 
tories become apparent. The current slowdown in manufacturing 
production is thus expected to be relatively short, with stronger 
growth projected for the second half of the year and into 2002. 
Indeed, the inventory correction in the automobile sector was well 
advanced by the end of the first quarter. Other factors that are 
expected to contribute to a pickup in the second half include 
lower energy prices and the decline in interest rates, both of which 
should help to restore consumer and business confidence. If, how- 
ever, there was continued weakness in consumer and business 
confidence, this could translate into lower spending and delayed 
recovery. 

Overall, it is the Bank’s assessment that the U.S. economy will 
grow by between 1.0 to 2.0 per cent on an annual average basis 
this year, with growth in the second half of the year averaging 
2.0 to 3.0 per cent. In 2002, the Bank projects U.S. economic 
growth of 2.5 to 3.5 per cent.° 

In Japan, economic recovery continues to be restrained prima- 
rily by ongoing problems associated with financial sector restruc- 
turing. These problems, together with the impact of the slowdown 
in the United States, brought growth in the second half of 2000 
down near zero, and only a small positive growth rate is projected 
for 2001. The major European economies, by contrast, continue to 
exhibit positive momentum although at a somewhat slower pace, 
with growth in 2001 expected to centre on 2.5 per cent. Growth in 
the emerging-market economies, particularly in Latin America and 
in those Asian economies that are heavily dependent on the manu- 
facture of electronics, has been adversely affected by the U.S. 
slowdown. As well, both Turkey and Argentina face financial dif- 
ficulties and are working with the IMF on new policy initiatives. 

Crude oil prices are likely to ease further through 2001, as 
inventories are rebuilt and demand softens with the recent slow- 
down in the pace of world economic activity. Natural gas prices 
are also expected to fall from their current high levels in coming 


5. The midpoint of the Bank’s projection range for 2001 is slightly below the 
latest consensus U.S. forecast. For 2002, it is very Close to the consensus. 
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months, given the expected replenishment of stocks. With some 
lessening in the growth of global demand, prices for non-energy 
commodities are unlikely to rise appreciably through the remain- 
der of 2001. 


Aggregate demand and supply in Canada 


The Bank continues to project a strengthening of Canadian 
economic growth in the second half of this year and in 2002. This 
view reflects a number of factors: a second-half rebound in the 
U.S. economy; the completion of the inventory correction; contin- 
ued investment in new technology by businesses; recent tax cuts, 
and the easing in domestic monetary conditions. 

Reductions in personal income taxes, which took effect at the 
beginning of this year, as well as recent decreases in interest rates, 
should both contribute to fairly robust growth in household 
spending. There is some risk that slower employment growth and 
recent drops in equity prices could weaken consumer confidence, 
tempering increases in household expenditures. In the early part 
of 2001, however, the pace of household spending remained 
strong. 

The pace of business investment is projected to moderate in 
2001. Firms are expected to focus on capital projects that help 
reduce costs, although investments to raise Canada’s future capac- 
ity to supply energy should grow strongly during the year. Fur- 
ther reductions in inventory investment to bring stock levels into 
balance are likely in the first half of this year. Import growth is 
also expected to ease during this period, chiefly reflecting limited 
gains in both aggregate exports and investment in machinery and 
equipment. 

Canadian export growth is expected to be modest in the first 
half of 2001, in line with the anticipated sluggishness of the U.S. 
economy and the continued weak prices projected for non-energy 
commodities. In particular, automotive shipments to the United 
States are likely to fall further during the period, while the growth 
in exports of information and communications equipment is 
expected to ease considerably. Canadian export growth should 
improve, after mid-year, with the projected recovery in the’ U.S. 
economy. 

The latest consensus among private sector forecasters for real 
GDP growth this year (on an annual average basis) has been 
revised down to 2.4 per cent, considerably lower than the 3.5 per 
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cent recorded at the time of the November Report.® For 2002, the 
most recent consensus forecast calls for real GDP growth of 3.3 per 
cent. 

Since the February Update, the economic information on the 
first half of 2001 has been mixed, with both positive and negative 
indicators. On balance, the data confirm the slowdown in the first 
half of the year anticipated in the Update. It now looks as if growth 
over the first six months will average between 1.25 and 2.25 per 
cent. For the second half of the year, we see growth picking up 
significantly to between 2.5 and 3.5 per cent. 

Based on this first-half/second-half profile, together with the 
downward revision to GDP in 2000, the Bank’s projection for eco- 
nomic growth in 2001 (on an annual average basis) has been 
revised down to between 2 and 3 per cent. The pace of activity in 
2002 is expected to be somewhat stronger than in the second half 
of 2001, with the economy expanding at a rate slightly above the 
Bank’s estimate of potential output growth of 3 per cent. This out- 
look is not expected to be materially affected by forthcoming 
changes in the measurement of GDP (Technical Box 3): 


Measures of inflation expectations 


In the regular survey reported in the Conference Board of Can- 
ada’s winter Index of Business Confidence, 52 per cent of respond- 
ents expected prices, in general, to rise over the next six months at 
a rate of 2 per cent or less, and 92 per cent expected a rate of 3 per 
cent or less (Chart 15). The average private sector forecast for the 
rate of increase in the total CPI is 2.4 per cent in 2001 (the same as 
last autumn) and 2.1 per cent in 2002. Typical forecasts of longer- 
term inflation are between 1.9 and 2.1 per cent, depending on the 
horizon. 


6. The range of forecasts for real GDP growth in 2001 in the latest survey 
conducted by Consensus Economics is 1.5 to 2.8 per cent. The width of this 
range, an indicator of forecast uncertainty, has risen considerably since last 
autumn. 
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Technical Box 3 
Changes in the Measurement of GpP and their Implications 


As of 31 May, Statistics Canada will replace the current measure of real GDP, 
which values output at 1992 prices, with estimates based on the chain Fisher vol- 
ume index formula. With this formula, output growth is measured each quarter 
using weights based on prices from the current and previous quarters. This 
change is particularly important at this time, since the prices of information and 
communications equipment have been falling rapidly at the same time that out- 
put has been expanding vigorously, causing the current measure of GDP to over- 
state the contribution of these high-technology items to GDP growth. The change 
to the new formula will result in more accurate measures of real GDP growth 
from quarter to quarter. 

As of 31 May, Statistics Canada will also treat all software purchases by busi- 
nesses as capital investments, rather than current expenses, as is now the case. In 
itself, this move should lead to small upward revisions to the measures of real 
GDP growth since growth in software purchases has generally been faster than 
growth in real GDP. 

Together, these changes will bring Canada’s measure of GDP in line with that 
of the United States, where the chain Fisher volume index has been in use since 
1996, and software has been considered as investment since 1999. 

Statistics Canada has been producing chain Fisher volume indexes (without 
software included as investment) for some time. Based on that measure, 
Canada’s annual average aggregate output growth for 2000 was 4.1 per cent 
compared with 4.7 per cent based on the current measure. This difference 
was unusually large, reflecting the very strong growth of activity in the high- 
technology sector last year. With the current softening in this sector in response 
to slowing U.S. demand, the Bank would not expect to see such a large differen- 
tial for 2001. Rather, we would expect the chain Fisher index measure of annual 
average GDP growth for 2001 to be 0.2 to 0.3 percentage points lower than the 
current measure. The inclusion of software as investment, however, is expected 
to provide some offset, with the net result that the Bank’s projection of economic 
erowth for this year is unlikely to be materially affected. 

The historical revisions to Canada’s measure of aggregate output that will 
result from these adjustments should have little effect on the overall profile of the 
Bank’s estimated output gap, since changes in actual output will be broadly off- 
set by corresponding changes in productivity and in potential output. 
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Chart 15 
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Source: Conference Board of Canada, Index of Business Confidence 


The differential between conventional bonds and Real Return 
Bonds has widened to slightly above 2 per cent in recent months 
(Chart 16). The supply factors affecting government bond markets 
continue to make it difficult to extract precise information from 
this measure. Nevertheless, the differential does not suggest any 
marked change in long-run inflation expectations since the 
November Report. 


Chart 16 


30-Year Bond Yields and Inflation Expectations 
Monthly 


Conventional bonds 


Real Return Bonds 


Inflation forecast 
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* The differential is calculated using the compound interest formula. 
** Source: Consensus Economics Inc. 
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Other factors affecting inflation 


The pass-through to the core CPI of the substantial increases in 
the prices of crude oil and natural gas over the past two years is 
expected to exert some upward pressure on inflation, although 
this effect is expected to be modest and spread over several years. 
To date, the price effects have been most evident in airfares and 
local transportation costs. 

Movements in the prices of crude oil and natural gas will, 
however, continue to substantially affect the near-term outlook for 
energy prices at the consumer level and therefore for the total CPI. 
If crude oil prices remain below US$30 per barrel this year, gaso- 
line and fuel oil prices are likely to fall below year-earlier levels 
during the second half of the year. On the other hand, both natu- 
ral gas and electricity prices at the consumer level are expected to 
be much higher this year than in 2000. 

The depreciation of the Canadian dollar since the beginning of 
last year is also a potential source of upward pressure on inflation 
over the next year and a half. It is unclear, however, how impor- 
tant this risk to inflation might be, since earlier episodes of large 
changes in the exchange rate during the 1990s were characterized 
by low exchange rate pass-through to the CPI in Canada and in 
many other industrial countries. 

Despite slower output growth in some sectors, labour markets 
remain tight and profitability was very high at the end of last year, 
suggesting that wages will continue to grow at, or slightly above, 
current rates. Moreover, feedback from businesses contacted by 
the Bank’s regional offices indicates that wage increases are 
expected to rise over the next 12 months. Productivity gains over 
the current period of economic slowdown may also be modest, 
implying that increases in unit labour costs are likely to stay rela- 
tively high in the first half of the year. 


Projections from monetary aggregates 


The money aggregates suggest a somewhat stronger outlook 
for output and inflation than the Bank’s overall projection. 
Although there has been some slowdown in the narrow aggre- 
gates in recent months, growth remains strong (Chart 17). On a 
year-over-year basis, growth in gross M1 was about 14 per cent in 
February, while growth in M1+ and M1++ was 11 and 8 per cent, 
respectively. A number of special factors continue to raise the 
growth of M1 relative to that of transactions balances. Our current 
assessment of underlying growth is between 6 and 8 per cent. 
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Chart 17 


Narrow Money Growth 
Year-over-year percentage change 


Gross M1 


1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


When judgment is applied to take into account various data 
distortions and the slowing in the U.S. economy, the indicator 
models based on narrow aggregates would suggest real GDP 
growth of about 3 per cent in 2001 (Chart 18). 


Chart 18 
Real GDP Growth and Growth of Real Gross M1 and M1+ 


Percentage change at annual rates 
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(right scale) 
Gross M1* 


(left scale) 


ee) 


(left scale) 


1992 1993 1994 1995 1996 1O9 7 1998 1999 2000 2001 


* Two-quarter moving average of growth in gross M1, M1+ (deflated by the core CPI), 
one quarter earlier 


The model based on narrow money currently forecasts core 
inflation to rise above 2 per cent in 2001. Forecasts based on the 
broader aggregate M2++ give a similar profile. Growth in M2++ 
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Chart 19 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
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has continued to be boosted by net contributions to mutual funds. 
Year-over-year growth in M2++ is about 10 per cent (Chart 19). 


Inflation projection 


The expected re-emergence of a modest degree of excess sup- 
ply in the economy this year should contribute to some downward 
pressure on core inflation over the remainder of 2001. Two factors, 
however, are expected to limit the impact of excess supply on the 
core rate this year. First, longer-term inflation expectations are still 
very close to 2 per cent—about the same as the current level of 
core inflation. Second, wage increases are expected to remain 
steady, or possibly even edge up if current pressures in some sec- 
tors and professions become more widespread, while productivity 
growth may ease, thus putting upward pressure on unit labour 
costs. 

On balance, it seems likely that core inflation over the remain- 
der of this year will average somewhat below 2 per cent. In 2002, 
with the economy projected to grow above potential, these pres- 
sures should reverse, with core inflation moving back to 2 per cent 
towards the end of the year. 

The rate of increase in the total CPI, currently close to 3 per 
cent, is expected to move down to 2 per cent by the end of 2001, 
on the assumption that world energy prices remain close to 
current levels. 
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5. CONCLUSIONS 


At this time, the key issue in the conduct of monetary policy in 
Canada is the extent of the current slowdown in the pace of 
economic activity stemming primarily from developments in the 
United States. 

The slowdown in economic growth in Canada late last year 
and in the first half of 2001 has been greater than expected, and 
the automotive, electrical, and electronic manufacturing sectors in 
particular, have had to make significant adjustments. It remains 
the Bank’s view that after a first-half slowdown, economic growth 
will pick up in the second half of the year and in 2002. 

The latest economic and financial developments support this 
view. Recent data point to continued growth in overall activity. In 
addition, current developments are consistent with the view that 
weakness associated with inventory adjustment will be concen- 
trated in the first half, that business investment in new technology 
will continue, and that the easing in monetary conditions will sup- 
port growth. 

Consistent with this projection for output growth, the Bank 
sees the development of some downward pressure on core infla- 
tion, which will likely average somewhat below 2 per cent over 
the remainder of this year. If recent large wage increases in some 
sectors and professions became more widespread, however, they 
could work to offset this tendency. The anticipated downward 
pressure on core inflation this year should reverse through 2002 as 
the economy expands at a rate above its growth potential. 

The main risk to this outlook for the Canadian economy is the 
possibility that the U.S. slowdown could be more protracted than 
anticipated. For example, if consumer and business confidence 
in the United States does not improve, this could lead to weaker 
consumption and investment spending. The Bank will have to 
monitor developments in this area closely. 
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t this time, the key issue in the core inflation this year should reverse 

conduct of monetary policy in through 2002 as the economy expands 

Canada is the extent of the cur-_ at a rate above its growth potential. 
rent slowdown in the pace of economic 
activity stemming primarily from de- 
velopments in the United States. 

The slowdown in Canada’s eco- 
nomic growth late last year and in the 
first half of 2001 has been greater than 
expected, and the automotive, electri- 
cal, and electronic manufacturing sec- 
tors in particular have had to make 


Highlights 


e After slowing in the first half of 2001, 
economic growth in Canada is 
expected to pick up in the second half 
and rise somewhat further in 2002 to 
slightly above the economy’s growth 


significant adjustments. It remains the potential. 
Bank’s view that after a first-half slow- 
down, economic growth will pick up As a result of slowing activity and the 
in the second half of the year and associated downward pressure on 
in 2002. inflation, core inflation will likely 
The latest economic and financial average somewhat below 2 per cent 


developments support this view. Re- over the remainder of 2001. 
cent data point to continued growth in 
overall activity. In addition, current 
developments are consistent with the 
view that weakness associated with an 
inventory adjustment will be concen- 
trated in the first half, that business in- 
vestment in new technology will 
continue, and that the easing in mone- 
tary conditions will support growth. 


In 2002, with the economy projected to 
grow above potential, these pressures 
should reverse, and core inflation 
should move back to 2 per cent 
towards the end of the year. 


The rate of increase in the total CPI, 
currently close to 3 per cent, is 
expected to move down to 2 per cent 


Consistent with this projection for by the end of 2001. 
output growth, the Bank sees the 
development of some downward pres- The main risk to this outlook is the 
sure on core inflation, which will likely possibility that the U.S. slowdown 


average somewhat below 2 per cent could be more protracted than 
over the remainder of this year. The anticipated. 
anticipated downward pressure on 
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The main risk to this outlook for 
the Canadian economy is the possibili- 
ty that the U.S. slowdown could be 
more protracted than anticipated. For 
example, if consumer and business 
confidence in the United States does 
not improve, this could lead to weaker 
consumption and investment spend- 
ing. The Bank will have to monitor de- 
velopments in this area closely. 

Another development that the 
Bank will have to watch closely be- 
cause of its possible implications for 
aggregate demand and inflation in 
Canada is the shift in international fi- 
nancial market sentiment that has led 
to a strengthening of the U.S. dollar 
against the Canadian dollar and other 
currencies. 


Recent Economic and 
Financial Developments 


After increasing by 4.5 per cent on 
average over the first three quarters of 
2000, the pace of economic expansion 
in Canada has slowed to a rate below 
the economy’s growth potential. In the 
fourth quarter of 2000, real GDP in Can- 
ada rose at an annual rate of only 
2.6 per cent. Available information 
suggests that real GDP growth for the 
first quarter of 2001 will be in a range 


Consumer Price Index 
Year-over-year percentage change 


CPI excluding food, energy, 


and the effect of indirect taxes 


1994 


Target range 
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Total CPI 


1995 1996 1997 1998 1999 


® Midpoint of the inflation-control target range 


of 1.25 to 2.25 per cent, with robust 
gains in final domestic demand partly 
offset by sluggish exports and further 
reductions in inventory investment. 

Since last autumn, core CPI infla- 
tion has moved up to the midpoint of 
the Bank’s 1 to 3 per cent inflation-con- 
trol target range slightly faster than ex- 
pected. The rate of increase in the total 
CPI has remained close to 3 per cent, 
primarily reflecting increases in ener- 
gy prices over the past year. 

The increase in the core rate is con- 
sistent with the view that signs of ex- 
cess demand emerged in product 
markets in the second half of 2000. The 
full range of indicators that the Bank 
monitors suggests that the economy 
was operating at, or slightly above, full 
capacity at the end of last year. 

However, given the sharp slowing 
we have seen in the pace of activity, 
these pressures on capacity have eased 
since last autumn with the economy 
expected to be operating somewhat 
below capacity by mid-2001. 

In light of this slowdown and 
movement towards a position of ex- 
cess supply, the Bank of Canada low- 
ered its Bank Rate by 25 basis points on 
the 23 January announcement date, by 
50 basis points on 6 March, and by an 
additional 25 basis points on 17 April. 
These actions brought the Bank Rate 
down to 5.0 per cent and the target for 
the overnight rate to 4.75 per cent. 
These moves were aimed at keeping 
inflation close to the midpoint of the 
Bank’s 1 to 3 per cent target range over 
the medium term. 

Developments in financial mar- 
kets have generally been consistent 
with expectations of a sharper 
slowdown in the United States than in 
Canada. Yield spreads between Cana- 
dian and U.S. government securities 
turned positive for maturities of 2 to 
30 years in late 2000 and subsequently 
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a grande inconnue de l'heure 
L pour les responsables de la con- 

duite de la politique monétaire 
au Canada concerne l’ampleur du ra- 
lentissement actuel de l’activité, lequel 
est attribuable principalement a la 
conjoncture aux Etats-Unis. 

La décélération de la croissance 
économique observée au Canada 4a la 
fin de l’année derniére et au premier 
semestre de 2001 a été plus prononcée 
que prévu, et les secteurs de l’automo- 
bile et de la fabrication de produits élec- 
triques et électroniques en particulier 
ont da procéder a des ajustements im- 
portants. La Banque reste d’avis que ce 
fléchissement sera suivi d’une accéléra- 
tion de l’expansion au deuxiéme semestre 
et en 2002. 

L’évolution économique et finan- 
ci€re récente appuie ce point de vue. 
Les derniéres données témoignent 
d’une poursuite de la croissance dans 
l’ensemble de |’économie. En outre, la 
tournure actuelle des événements 
vient conforter l’opinion voulant que la 
faiblesse associée a la correction des 
stocks se concentrera au premier semes- 
tre, que les entreprises continueront 
d’investir dans les nouvelles technolo- 
gies et que l’assouplissement des condi- 
tions monétaires favorisera l’expansion 
de l’économie. 

Sur la foi de la croissance escomp- 
tée de la production, la Banque prévoit 
l’apparition de certaines pressions a la 
baisse sur l’inflation mesurée par l’indice 
de référence, qui devrait s’établir a un 
taux moyen légérement inférieur a 2 % 
durant le reste de l’année. Comme 
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Faits saillants 


e Apres avoir ralenti au premier semestre 


de 2001, l’expansion au Canada devrait 
s’accélérer au second semestre et se 
raffermir encore quelque peu en 2002 
pour dépasser légerement le taux de 
croissance potentiel de l’économie. 


Compte tenu du tassement de I’acti- 
vité et des pressions a la baisse sur 
l’inflation qui l’accompagnent, il est 
probable que Il’inflation mesurée par 
l’indice de référence s’établira en 
moyenne un peu au-dessous de 2 % 
pour le reste de l’année. 


En 2002, comme |’économie connaitra 
vraisemblablement un rythme d’expan- 
sion supérieur a celui de son potentiel, 
ces pressions a la baisse devraient 
s’inverser, et le taux d’augmentation de 
l’indice de référence devrait remonter a 
2 % vers la fin de l’année. 


Le rythme d’accroissement de l’IPC 
global, qui s’approche présentement 
de 3 %, devrait redescendre a 2 % d'ici 
la fin de 2001. 


Le principal risque qui pése sur ces 
perspectives est que le ralentissement 
de l’activité aux Etats-Unis dure plus 
longtemps que prévu. 
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"économie connaitra vraisemblable- 
ment un rythme d’expansion supérieur 
a celui de son potentiel en 2002, ces 
pressions a la baisse devraient s’inver- 
ser au courant de l’année prochaine. 

Le principal risque qui pése sur les 
perspectives de l'économie canadienne 
est que le ralentissement de I’activité 
aux Etats-Unis dure plus longtemps 
que prévu. Par exemple, a défaut d’un 
regain de confiance des ménages et des 
entreprises dans ce pays, les dépenses 
de consommation et d’investissement 


pourraient s’affaiblir. La Banque 
devra suivre de pres l’évolution de la 
situation. 


De plus, elle devra préter une atten- 
tion particuliére au changement d’hu- 
meur sur les marchés financiers 
internationaux, qui s’est traduit par 
l’appréciation du dollar E.-U. vis-a-vis 
du dollar canadien et des autres mon- 
naies, en raison de ses répercussions 
possibles sur l’évolution de la demande 
globale et de l’inflation au Canada. 


L’évolution économique et 
financteére récente 


Apres s’étre chiffré a 45% en 
moyenne au cours des trois premiers 
trimestres de 2000, le rythme de l’ex- 
pansion au Canada est descendu au- 
dessous du taux de croissance potentiel 
de l’économie. Au quatriéme trimestre, 
le PIB réel du pays n’a ainsi progressé 


Indice des prix 4 la consommation 
Taux de variation sur douze mois 


IPC hors alimentation, 
énergie et effet des 
4 imp6ts indirects 


Fourchette 
cible 
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IPC global 


1992 


1993 1994 


1995 1996 1997 1998 1999 2000 2001 


@ Point médian de la fourchette cible de maitrise de l’inflation 


que de 2,6 % en taux annuel. Les don- 
nées dont nous disposons actuellement 
indiquent que l’augmentation du PIB 
réel pour le premier trimestre de 2001 
serait de l’ordre de 1,254 2,25 %, les 
gains solides réalisés au chapitre de la 
demande intérieure finale ayant été 
effacés en partie par la stagnation des 
exportations et un nouveau repli des 
investissements en stocks. 

Depuis l’automne, l’inflation mesu- 
rée par l’indice de référence a augmenté 
pour atteindre un peu plus rapidement 
que prévu le point médian de la four- 
chette de 1 43 % que vise la Banque. Le 
taux d’accroissement de 1’IPC global, 
pour sa part, est demeuré prés de 3 %, 
ce qui tient principalement a l’escalade 
des prix de l’énergie au cours de la der- 
niere année. 

La montée de l’inflation mesurée 
par l’indice de référence conforte l’opi- 
nion selon laquelle le marché des biens 
et services commengait a €tre aux prises 
avec une demande excédentaire au se- 
cond semestre de 2000. Il ressort de la 
gamme complete des indicateurs exa- 
minés par la Banque que |l’économie 
fonctionnait, a la fin de cette période, a 
pleine capacité sinon au-dela. 

Toutefois, les pressions s’exercant 
sur l’appareil de production se sont 
atténuées depuis l’automne, étant donné 
la baisse de régime prononcée qui a été 
observée; l’économie canadienne de- 
vrait donc tourner un peu en deca des 
limites de sa capacité au milieu de cette 
année. 

Compte tenu de cet essoufflement 
de la croissance et de l’apparition atten- 
due d’une situation d’offre excédentaire, 
la Banque du Canada a abaissé le taux 
officiel d’escompte de 25 points de base 
a la date d’annonce préétablie du 
23 janvier, de 50 points de base 4 celle 
du 6 mars et de 25 points additionnels a 
celle du 17 avril. Le taux d’escompte a 
ainsi été ramené a 5,0 %, et le taux cible 
du financement a un jour, a 4,75 %. Ces 
interventions avaient pour objet de 
maintenir l’inflation a moyen terme 
pres du point médian de la fourchette 
de 1a3 % visée par la Banque. 
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L’évolution des marchés financiers a 
généralement été conforme aux attentes 
d’un ralentissement plus marqué aux 
Etats-Unis qu’au Canada. Vers la fin de 
2000, les écarts de rendement entre les 
titres des gouvernements canadien et 
amé€ricain sont devenus positifs pour 
les échéances de 2 a 30 ans, et ils se sont 
creusés depuis. Mais cette évolution est 
aussi imputable a la préférence accrue 
accordée aux avoirs libellés en dollars 
E.-U., les investisseurs internationaux 
recherchant, en période d’incertitude, 
la sécurité et la liquidité offertes par les 
marchés financiers américains. 

Le changement d’attitude des in- 
vestisseurs s’est aussi reflété dans la vi- 
gueur du dollar E.-U. par rapport a 
toutes les autres grandes monnaies. I] 
tient a un certain nombre de facteurs 
apparus récemment, a savoir la volatili- 
té affichée par les places boursiéres du 
monde entier, la décélération de |’éco- 
nomie mondiale, les difficultés écono- 
miques et financiéres éprouvées dans 
plusieurs économies de marché émer- 
gentes et les préoccupations concernant 
l’orientation des politiques macroéco- 
nomiques et structurelles de certains 
pays industriels. 

En raison de ce changement d’hu- 
meur sur les marchés, le cours du dollar 
canadien a baissé, passant de quelque 
67 cents E.-U., au début de l’année, a 
environ 64 cents récemment. II est resté 
assez ferme, toutefois, par rapport aux 
autres grandes monnaies. 

Compte tenu de la baisse des taux 
d’intérét a court terme et de la déprécia- 
tion du dollar canadien, les conditions 
monétaires se sont considérablement 
assouplies depuis la parution du 
Rapport de novembre. 


Les perspectives en matieére 
d’inflation 


Les attentes d’inflation étant bien 
arrimées autour de 2 %, les perspec- 
tives a ce chapitre sont tributaires de 
l’équilibre entre l’offre et la demande au 
sein de l’économie canadienne, lequel 
est trés sensible aux facteurs extérieurs. 


Taux du papier commercial a 90 jours, taux officiel 
d’escompte et taux du financement a un jour 
Données quotidiennes 


Taux officiel 


Taux du d’escompte* 


papier commercial 
a 90 jours 


| Taux du 
financement 


aun jour 
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_! Taux officiel d’escompte 
moins 50 points de base 
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* Le taux officiel d’escompte correspond 4 la limite supérieure de la fourchette 
opérationnelle de 50 points de base pour le taux du financement a un jour. 


Les projections concernant la crois- 
sance économique mondiale pour 2001 
ont été révisées a la baisse, principale- 
ment par suite du tassement abrupt de 
la croissance aux Etats-Unis. 

La Banque estime que le rythme 
d’expansion de l’économie américaine 
se situera, en moyenne annuelle, entre 
1,0 et 2,0 % cette année et atteindra 2,0 
a 3,0 % en moyenne au second semes- 
tre. Pour 2002, la Banque projette un 
taux s’établissant entre 2,5 et 3,5 %! Un 
certain nombre de facteurs, notamment 
la baisse des taux d’intérét, devraient 
contribuer a relancer l’activité. Toute- 
fois, comme nous |’avons déja mention- 
né, le ralentissement de l’économie 
amé€ricaine risque de durer plus long- 
temps que prévu. 

La Banque continue de prévoir un 
renforcement de la croissance écono- 
mique au Canada au second semestre 
de 2001 et en 2002. Ce pronostic se fonde 
sur plusieurs facteurs : la reprise antici- 
pée de l’économie américaine au se- 
cond semestre, la fin de la correction 
actuelle des stocks, la poursuite des 
investissements dans les nouvelles 
technologies, les récentes diminutions 


1. Le point médian de la plage des valeurs 

projetée par la Banque pour 2001 est légére- 
ment inférieur au taux sur lequel s’entendent 
actuellement les prévisionnistes; pour 2002, 
il est trés voisin du chiffre avancé par ceux-ci. 
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d’impot et l’assouplissement des condi- 
tions monétaires au pays. 

Depuis la parution de la Mise a jour 
de février, les indicateurs économiques 
pour les six premiers mois de 2001 sont 
partagés; certains sont favorables et 
d’autres non. De facon générale, ils con- 
firment le ralentissement qui avait été 
prévu dans la Mise a@ jour pour le pre- 
mier semestre. Il semble maintenant 
que la croissance économique durant 
cette période se chiffrera, en moyenne, 
entre 1,25 et 2,25 %. Au deuxiéme se- 
mestre, nous prévoyons que le rythme 
de progression de l’économie connaitra 
une nette accélération pour se situer 
entre 2,5 et 3,5 %. 

Etant donné le profil de croissance 
anticipé aux premier et second semes- 
tres de l’année ainsi que la révision a la 
baisse des chiffres du PIB pour 2000, la 
Banque a revu a la baisse sa projection 
relative a l’expansion économique pour 
2001 (en moyenne annuelle), pour |’éta- 
blir entre 2,0 et 3,0 %. En 2002, le rythme 
d’expansion de l’activité devrait 
étre un peu plus élevé que celui atten- 
du au deuxiéme semestre de 2001, et 
l’é€conomie devrait progresser a un 
rythme légerement supérieur au taux 
d’augmentation de la production po- 
tentielle, que nous évaluons a 3 %7. 

La résurgence anticipée d’une offre 
excédentaire au sein de l’économie cette 


2. On ne croit pas que ces prévisions seront 
touchées de fagon sensible par |’ adoption 
prochaine d’une nouvelle mesure du PIB. 
(Voir la Note technique 3 dans la version 
intégrale du Rapport pour de plus amples 
renseignements a ce sujet.) 


année devrait engendrer des pressions 
a la baisse sur l’inflation mesurée par 
l‘indice de référence d'ici la fin de 2001. 
Deux facteurs devraient toutefois limi- 
ter l’incidence de l’offre excédentaire 
sur le taux d’accroissement de cet indice 
cette année. Premiérement, le taux d’in- 
flation attendu a plus long terme se si- 
tue encore tres pres de 2%, soit au 
méme niveau environ que le taux actuel 
de l’inflation mesurée par l’indice de ré- 
férence. Deuxiémement, on prévoit que 
les hausses salariales demeureront sta- 
bles, voire augmenteront si les pres- 
sions qui s’exercent actuellement dans 
certains secteurs et certaines profes- 
sions commencent a se généraliser, ce 
qui, combiné a un fléchissement possi- 
ble de la croissance de la productivité, 
aurait pour effet de pousser a la hausse 
les cotits unitaires de main-d’ceuvre. 

Somme toute, il est probable que 
l’inflation mesurée par l’indice de réfé- 
rence s’établira en moyenne a un taux 
légérement inférieur a 2 % pour le reste 
de l’année. En 2002, comme la Banque 
prévoit que l’économie connaitra un 
rythme d’expansion supérieur a celui 
de son potentiel, ces pressions a la baisse 
sur l’inflation mesurée par l’indice de 
référence devraient s’inverser, et le taux 
d’augmentation de celui-ci devrait re- 
monter a 2 % d'ici la fin de l’année. 

Si les cours mondiaux de l’énergie 
se stabilisent autour des niveaux ac- 
tuels, le rythme d’accroissement de l’IPC 
global, qui s’approche présentement de 
3 %, devrait redescendre a 2 % d’ici la 
fin de 2001. 


Rapport sur la politique monétaire de la Banque du Canada est publié deux fois l’an, soit en mai et en 
novembre. Des mises a jour de l’analyse qui y est présentée paraissent en aott et en février. Pour recevoir 
des exemplaires du Rapport au complet, du Sommaire ou de la Mise a jour, veuillez communiquer avec le 
Service de la diffusion des publications, département des Communications, Banque du Canada, Ottawa 
(Ontario) K1A 0G9. 


Téléphone : (613) 782-8248; adresse électronique : publications@banqueducanada.ca; 


site Web : http: //www.banqueducanada.ca 


BANK OF CANADA MONETARY POLICY REPORT SUMMARY—MAY 2001 


widened out. But this also reflects an 
increased preference for U.S. assets on 
the part of global investors who have 
sought the safety and liquidity of U.S. 
financial markets at a time of market 
uncertainty. 

This swing in investor sentiment 
has also been reflected in the strength 
of the U.S. dollar against all major 
currencies. A number of recent devel- 
opments have been behind this shift in 
sentiment: volatile global equity mar- 
kets; the slowing global economy; eco- 
nomic and financial difficulties in 
several emerging-market economies; 
and concern about the direction of 
macroeconomic and structural poli- 
cies in certain industrial countries. 

As a result of these market swings, 
the Canadian dollar has declined from 
about 67 cents (U.S.) at the turn of the 
year to around 64 cents more recently. 
Compared with other major curren- 
cies, however, the Canadian dollar has 
remained quite firm. 

With declining short-term interest 
rates and a lower Canadian dollar, 
monetary conditions have eased sub- 
stantially since the November Report. 


The Outlook for Inflation 


With inflation expectations solidly 
anchored around 2 per cent, the out- 
look for inflation depends on the bal- 
ance between demand and supply in 
the Canadian economy. This balance is 
strongly influenced by external devel- 
opments. 

Projections of world economic 
growth for 2001 have been revised 
down, primarily reflecting the abrupt 
slowdown in the United States. 

The Bank’s projection for the Unit- 
ed States is for economic growth of be- 
tween 1.0 and 2.0 per cent this year, on 
an annual average basis, with growth 
in the second half of the year averag- 
ing 2.0 to 3.0 per cent. In 2002, the Bank 
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projects U.S. economic growth of 2.5 to 
3.5 per cent.! A number of factors, in- 
cluding declines in interest rates, are 
expected to lead to this rebound. As 
noted earlier, however, there are risks 
that the U.S. slowdown could be more 
protracted than projected. 

For Canada, the Bank continues to 
see a strengthening in economic activ- 
ity in the second half of this year and in 
2002. This view reflects several factors: 
a second-half rebound in the U.S. econ- 
omy; completion of the current inven- 
tory correction; continued investment 
in new technology by businesses; re- 
cent tax cuts; and the easing in domes- 
tic monetary conditions. 

Since the February Update, the eco- 
nomic information on the first half of 
2001 has been mixed, with both posi- 
tive and negative indicators. On bal- 
ance, the data confirm the slowdown 
in the first half of the year anticipated 
in the Update. It now looks as if growth 
over the first six months will average 
between 1.25 and 2.25 per cent. For the 
second half of the year, we see growth 
picking up significantly to between 2.5 
and 3.5 per cent. 


1. The midpoint of the Bank’s projection 
range for 2001 is slightly below the latest 
consensus U.S. forecast. For 2002, it is very 
close to the consensus. 
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Based on this first-half/second- 
half profile, together with the down- 
ward revision to GDP in 2000, the 
Bank’s projection for economic growth 
in 2001 (on an annual average basis) 
has been revised down to between 
2.0 and 3.0 per cent. The pace of activity 
in 2002 is expected to be somewhat 
stronger than in the second half of 
2001, with the economy expanding at a 
rate slightly above the Bank’s estimate 
of potential output growth of 3 per 
cent.” 

The expected re-emergence of ex- 
cess supply in the economy this year 
should contribute to downward pres- 
sure on core inflation during the rest 
of 2001. Two factors, however, are ex- 
pected to limit the impact of excess 
supply on the core rate this year. First, 
longer-term inflation expectations are 
still very close to 2 per cent—about the 
same as the current level of core infla- 
tion. Second, wage increases are ex- 
pected to remain steady, or possibly 
even edge up if current pressures in 
some sectors and professions become 
more widespread, while productivity 


2. This outlook is not materially affected by 
forthcoming changes in the measurement of 
GDP. (See Technical Box 3 in the full Report 
for more details.) 


growth may ease, thus putting up- 
ward pressure on unit labour costs. 

On balance, it seems likely that 
core inflation over the remainder of 
this year will average somewhat below 
2 per cent. In 2002, with the economy 
projected to grow above potential, 
these pressures should reverse, and 
core inflation should move back to 
2 per cent by the end of the year. 

The rate of increase in the total CPI, 
currently close to 3 per cent, is expect- 
ed to move down to 2 per cent by the 
end of 2001 on the assumption that 
world energy prices remain close to 
current levels. 


[he Bank of Canada’s Monetary Policy Report is published semi-annually in May and November. Regular 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Malcolm Knight, Charles Freedman, Paul Jenkins, 
Sheryl Kennedy, and Pierre Duguay. 


All of us at the Bank of Canada share a deep 
sorrow at the loss of so many lives in the 
11 September terrorist attacks in the United 
States. Among those who died were innocent 
citizens of many nationalities, including Canadi- 
ans. To their families, friends, and colleagues we 
extend our heartfelt sympathy. As we strive to 
come to terms with this tragedy and its implica- 
tions for all of us, we are tremendously encour- 
aged by the co-operation, solidarity, and 
determination that are abundantly evident both 
at home and in the international community. 
Through this time of anxiety and uncertainty, 
we at the Bank of Canada will continue to fulfill 
our responsibility to support the economic well- 
being of Canadians and to promote the stability 
of the domestic and international financial 
systems. 


David Dodge 


Governor, Bank of Canada 
24 October 2001 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—its operating 
band for the overnight interest rate—take place, under normal circum- 
stances, on eight pre-specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consist- 
ent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The target 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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1. INTRODUCTION 


Two major issues dominate the analysis and policy discussion 
in this Monetary Policy Report: the nature and extent of the global 
economic slowdown that began late last year and the conse- 
quences of the terrorist attacks in the United States. Together, 
these factors have made the economic outlook considerably more 
uncertain than usual. 

The global nature of the economic slowdown that began in the 
United States in the second half of last year became increasingly 
evident through the summer of 2001. Although Japan had already 
been experiencing a period of protracted weakness, it was only 
around mid-year that evidence began to indicate that worldwide 
economic activity was slowing rapidly. 

The U.S. slowdown has its roots in several factors. These 
include the earlier tightening of monetary policy, the sharp rise in 
world energy prices, and the adjustments resulting from excess 
production and additions to capacity in the information and tele- 
communications sectors. This last factor—a classic investment 
cycle—has been a much stronger force than was initially recog- 
nized. 

The economic consequences of the horrific events of 11 Sep- 
tember are very difficult to assess. There has been a clear and 
immediate impact, particularly in North America, on transporta- 
tion, finance, and tourism. But the size and duration of the effects 
are hard to gauge accurately. Even more problematic are the impli- 
cations for consumer and business attitudes. While history offers 
some benchmarks, these events are unparalleled in North Amer- 
ica. Only with additional time and data will the consequences of 
these events become more fully understood. 

In this Report, we analyze the factors behind the global eco- 
nomic slowdown that was evident prior to 11 September (taking 
into account the implications of significant revisions to U.S. GDP 
and productivity data). We also provide the Bank’s first assess- 
ment of the potential consequences of the terrorist attacks for the 
North American economy through 2002. While preliminary and 
subject to a wide band of uncertainty, this analysis will guide our 
reasoning and our judgment, as more data become available, 
about the implications for the Canadian economy, inflation, and 
monetary policy. 


This report includes information received up to the fixed announcement date on 
23 October 2001. 


The economic outlook 
is considerably more 
uncertain than usual. 


The economic 
consequences of the 
11 September attacks 
are very difficult to 
assess. 


In this Report, we provide 
the Bank’s first assess- 
ment of the potential 
consequences of the 
terrorist attacks for the 
North American economy 
through 2002. 


Core inflation has risen 
to slightly above the 
midpoint of the target 
range... 
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2. RECENT DEVELOPMENTS IN INFLATION 


Since last February, core CPI inflation has risen to slightly 
above the midpoint of the Bank’s 1 to 3 per cent inflation-control 
target range. At the same time, the rate of increase in the total CPI 
has come down towards core inflation, primarily reflecting reduc- 
tions in gasoline prices. 


Inflation and the target range 


Core inflation rose above 2 per cent in April and hovered 
around 2.3 per cent through the spring and summer, somewhat 
higher than projected in the May Report (Chart 1).! Other statisti- 
cal measures of the trend rate of inflation were either the same or 
slightly lower than the core rate, suggesting that the underlying 
trend of inflation is unlikely to be above the core rate (Chart ai 


Chart | 


Consumer Price Index 
Year-over-year percentage change 


Target range 


Target midpoint 


Core CPI* 
Total CPI 


1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of CPI inflation that the Bank has been using since May 2001 
excludes the eight most volatile components of the CPI and adjusts the remaining 
components to remove the effect of changes in indirect taxes. The eight most 
volatile components are fruit, vegetables, gasoline, fuel oil, natural gas, intercity 
transportation, tobacco, and mortgage-interest costs. Reasons for the Bank’s 
adoption of this measure of core inflation are provided in Bank of Canada (2001) 
and Macklem (2001). 
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Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 
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1997 1998 1999 2000 2001 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


The rise in core inflation above 2 per cent is consistent with 
the lagged effects of an economy that was still operating just 
above capacity earlier this year. The increase in the core rate was 
also magnified by the fact that the level of core inflation had been 
held down temporarily early this year as a result of increased 
price discounting by motor vehicle manufacturers and dealers and 
by a special provincial credit program for electricity customers in 
British Columbia. 

The 12-month rate of increase in the total CPI peaked at 3.9 per 
cent in May, boosted by a jump in natural gas prices (resulting from 
earlier tight supplies and the end of an Alberta government assis- 
tance program) and by a temporary surge in gasoline prices. Since 
then, the 12-month rate of increase in the total CPI has fallen sharply, 
moving down towards core inflation. In September, the 12-month 
rise in the CPI was 2.6 per cent. This marked decline in total CPI 
inflation towards the core rate reflects the partial reversal of previ- 
ous energy-price increases. The prices of both fuel oil and gasoline 
fell over this period, primarily as a result of reductions in crude 
oil prices. As well, a buildup in natural gas inventories since early 
2001 led to a large reduction in prices at the producer level, which 
contributed to an easing in the year-over-year rate of increase in 
natural gas prices at the consumer level since mid-year. 

While recent declines in the prices of energy commodities are 
starting to contribute to a more moderate rate of increase in con- 
sumer energy prices, and therefore in the total CPI, the estimated 


.. while the rate of 
increase in the total CPI 
has been falling sharply. 
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pass-through of higher energy costs to the non-energy components 
of the total CPI is continuing—about 0.1 per cent over the past 
year. To date, this effect has been most evident in airfares, local 
transportation costs, and the prices of fruits and vegetables. Both 
core and total CPI inflation also appear to have been affected to 
some degree by the pass-through of increased costs for imported 
goods and services over the past year, partly resulting from the 
depreciation of the Canadian dollar during that period. 

The prices of non-energy commodities have, on balance, 
decreased considerably since mid-April (Chart 3). In particular, 
slowing world economic growth has led to a further reduction in 
the prices of metals, pulp, newsprint, and livestock. In the case of 
lumber, the imposition of a countervailing duty on exports of soft- 
wood lumber to the United States resulted in a surge in prices 
paid by U.S. consumers, which has largely been reversed. For 
exporters of lumber, the price, net of duty, has decreased. 


Chart 3 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 
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Factors at work on inflation 


Aggregate demand 


The slowing in Canada’s economic expansion since the third 
quarter of 2000, to a rate well below the economy’s growth potential, 
largely reflects the marked easing in growth of demand in the U.S. 
economy. Economic activity in the United States slowed abruptly 
after mid-2000, with the four-quarter growth of real GpP falling from 
5.2 per cent in the second quarter of 2000 to 1.2 per cent in the second 
quarter of 2001 (Chart 4). In Canada, four-quarter growth in real GDP 
decreased from 4.8 per cent in the second quarter of 2000 to 
2.1 per cent in the second quarter of 2001 (Chart 5).? Although eco- 
nomic growth in Canada was somewhat stronger than that in the 
United States over this period, the reduction in U.S. growth had a 
substantial adverse effect on the pace of Canada’s expansion, given 
the close trade linkages between the two countries. 


Chart 4 
Real Gross Domestic Product for the United States 


Quarter-over-quarter 
[ percentage change, 


at annual rates Year-over-year 
percentage change 


2. The real GDP measure published by Statistics Canada is now based on 
estimates using the chain Fisher volume formula and also includes a change in the 
treatment of software spending by businesses and governments (see Technical 
Box 3 in the May Report). For details, see Statistics Canada’s Web site 
(www.statcan.ca) and the Bank of Canada’s Web site (www.bankofcanada.ca). 
These changes bring Canada’s measure of GDP in line with that of the United 
States. With these and other historical revisions, Statistics Canada estimates that 
real GDP in 2000 grew by 4.4 per cent on an annual average basis (instead of the 
previous estimate of 4.7 per cent, which valued output at 1992 prices). 


Growth of real GDP has 
eased considerably since 
the third quarter of 
2000... 


... mainly as a result of 
a retrenchment in U.S. 
capital spending. 


Production of telecom- 
munications products 
and other electronic 
equipment has fallen 
considerably. 
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Chart 5 
Gross Domestic Product in Constant Dollars for Canada 


Quarter-over-quarter 
percentage change, 
at annual rates 


Year-over-year 


| percentage change 


The slowdown in the pace of U.S. economic activity has contin- 
ued well into the second half of 2001, with few concrete signs of a 
rebound. The retrenchment in business investment, especially 
spending on high-technology equipment, has been particularly 
pronounced and more protracted than had been anticipated. Sep- 
tember’s terrorist attacks and their aftermath have had a further sig- 
nificant negative impact on the U.S. economy. 

Economic growth in Canada in the third quarter of 2001 was also 
weaker than anticipated. The unexpectedly sharp downturn in U.S. 
capital expenditures and a significant easing in economic growth out- 
side North America have been key negative factors for the Canadian 
economy. As a result, Canadian shipments and manufacture of tel- 
ecommunications products, computers, and other electronic equip- 
ment have declined considerably from the very high levels 
reached at the end of last year. Moreover, despite production cut- 
backs, inventory levels in these particular manufacturing indus- 
tries remained much higher than normal at mid-year, and as a 
result, further reductions are likely over the remainder of the year. 
Canadian exports and production of automotive products, pulp 
and paper, and chemical products have also been adversely 
affected by the U.S. economic slowdown. Inventory imbalances in 
these last two industries will contribute to additional downward 
pressure on Output over the near term. 

At the same time, growth in final domestic demand in Canada 
has weakened over the past year. The growth of household spending 
has been on a softening trend, reflecting the slowing in real income 
growth, recent job losses, and an associated decline in consumer con- 
fidence (Chart 6). In addition, capital spending by Canadian firms 
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Chart 6 
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* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer goods and services plus housing 


has been edging down since the fourth quarter of 2000 in response to 
increasing excess production capacity, particularly in the telecommu- 
nications area. 

The negative effects of the terrorist attacks have exacerbated 
these weakening trends in the Canadian economy. Our best esti- 
mate is that the disruption of activity in various sectors in Canada, 
particularly finance and transportation, reduced the growth rate of 
Canadian real GDP in the third quarter of 2001 by about 1 percent- 
age point (Technical Box 1). Combined with an already weak pic- 
ture, this suggests that growth in the third quarter was probably 
slightly negative and will likely be near zero in the fourth quarter. 


Estimated pressures on capacity 


Several measures indicate that pressures on production capac- 
ity eased significantly during the first three quarters of 2001. The 
Bank’s most recent estimates of its conventional measure of poten- 
tial output and the output gap suggest that the Canadian economy 
began to operate below its production capacity in the third quarter 
of 2001 (Chart 7). The unemployment rate has risen somewhat 
since mid-2000, and the marked reduction in the help-wanted 
index over this period, together with the reduction in employment 
since May 2001, points to weaker labour demand as the source of 
the increase in unemployment. The Bank’s most recent survey of 
firms also suggests that capacity pressures and labour shortages 
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The negative effects of 
the terrorist attacks 
have exacerbated the 
weakening trends in the 
Canadian economy. 


Several indicators suggest 
that the economy moved 
into a position of excess 
supply in the third 
quarter of 2001. 
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Technical Box 1 
The Near-Term Economic Effects of the Terrorist Attacks 


The terrorist attacks on the United States resulted in a horrific loss of human 
life, as well as enormous physical destruction to the heart of the country’s finan- 
cial centre. While the grim extent of these losses is evident, the economic effects 
remain uncertain and will undoubtedly extend far beyond the U.S. border. Given 
our proximity to the United States and the highly integrated nature of our econo- 
mies, Canada is particularly affected. 

On the day of the attacks and in the days immediately following, many activ- 
ities either ceased or were severely disrupted. Trading was halted on stock 
exchanges; air travel was suspended; trucking activity was curtailed; and a wide 
variety of events were cancelled. More intense border inspections resulted in 
temporary shutdowns of some automobile production plants as “just-in-time” 
inventories of parts were delayed. While these effects were more pronounced in 
the United States than in Canada, they were evident on both sides of the border. 

Beyond these very immediate effects, the attacks can be expected to influence 
household and business spending in North America. The air transportation and | 
financial industries have already experienced significant adverse consequences, 
with substantial repercussions occurring in related sectors such as tourism and 
aircraft manufacturing. It is more difficult to assess the effects on consumer and 
business confidence. Initial evidence points to a substantial drop in consumer 
confidence in the United States but a more muted response in Canada. Neverthe- 
less, business confidence has fallen sharply in Canada. Reduced economic activ- 
ity in the United States also implies less demand for our exports. The impact of 
these various negative effects on economic activity in North America will be 
offset to some degree by higher spending on security by both governments and 
businesses, some substitution in expenditures by households and firms away 
from such items as air travel and into other goods and services, and eventually 
by the rebuilding of infrastructure in the United States. 

Considering the factors outlined above, our best estimate is that this shock 
has reduced third-quarter growth (at an annual rate) in output by 1.5 to 2.0 per- 
centage points in the United States, and by about 1 percentage point in Canada. 
This estimate of the shock implies a decline in U.S. real GpP of 1.0 to 2.0 per 
cent in the third quarter. In Canada, third-quarter growth is expected to be in a 
range of zero to -1.0 per cent at annual rates. 

In the third quarter, the economic effects of the terrorist attacks will stem 
mainly from the associated production disruptions in North America. In the 
fourth quarter, some of these disruptions should unwind, but the adverse effects 
of declining confidence on household spending and business investment are 
expected to be more pronounced. As some sectors continue to suffer considera- 
bly from the attacks—particularly air travel, tourism, and related industries— 
workers are being laid off, reducing incomes and increasing economic uncer- 
tainty. While the fourth-quarter impact of the attacks on growth is more difficult 
to assess, it seems likely to be at least as large as the direct effects in the third 
quarter, suggesting that growth in GDP in the fourth quarter will be near zero. 
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Chart 7 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2001 is based on a projected decline in output of 
0.50 per cent (at annual rates) for the quarter. 


have diminished appreciably since the beginning of the year. This 
easing in pressures on product and labour markets has been 
broadly based across the country. 


Historical Revisions to Real GDP and the Output Gap 


In the May Report, it was estimated that the output gap was 
close to zero in the first quarter of 2001. On 31 May, Statistics 
Canada replaced the old measure of real GDP, which valued out- 
put at 1992 prices, with estimates based on the chain Fisher vol- 
ume index formula, and began to treat all software purchases by 
businesses as capital investments (rather than current expenses). 
As expected, these changes by themselves had little effect on the 
overall profile of the Bank’s estimated output gap. At the same 
time, Statistics Canada revised up its estimates of average annual 
growth in real GDP (based on the chain Fisher volume formula) 
for the 1998-2000 period by nearly 1 percentage point, chiefly as 
a result of the incorporation of new benchmark data. About 
three-quarters of this upward revision to real GDP (and labour 
productivity) was treated as permanent, therefore raising the 
estimates of potential output. The remaining part of the revision 
feeds into excess demand, so the estimated level of excess 
demand in 2000 and the first quarter of 2001 was revised 
upwards. 
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Gains in average hourly 
earnings have fallen back 
to about 2.75 per cent. 
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Despite this evidence, a number of other indicators suggest 
that conditions remained tight in certain product and labour mar- 
kets in the first three quarters of this year. Skilled workers, partic- 
ularly in the energy and health-care sectors, remained in short 
supply. Vacancy rates for industrial property were again very low 
in the third quarter of 2001, and office vacancy rates, while rising, 
were below average. New, unoccupied housing units were also in 
very short supply. 

Overall, the slowing in economic activity since the last quarter 
of 2000 has substantially reduced demand pressures. On balance, 
the available evidence suggests that the economy was in excess 
supply in the third quarter. 


Cost control 


Based on the average hourly earnings of permanent workers, 
the underlying rate of increase in average labour compensation 
appears to have moved down to about 2.75 per cent in the third 
quarter of 2001, from about 3.5 per cent in the second half of 2000 
(Chart 8). 


Chart 8 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 
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Public sector** 


1992 1993 1994 1995 1996 1997 1998 1999 2000 


* Source: Labour Force Information, last data point plotted = September 2001 
** Source: Human Resources Development Canada, last data point plotted = August 2001 
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Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation per 
person-hour* 


Output per 
person-hour 


Unit labour costs 


1993 1994 1995 1996 1997 1998 1999 2000 2001 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


The year-over-year rise in labour compensation in the business 
sector eased between the second quarter of 2000 and the second 
quarter of 2001. Meanwhile, growth in labour productivity 
remained modest in the first half of 2001 because of the slowdown 
in economic growth. With these rates of increase of compensation 
and productivity, the year-over-year increase in unit labour costs 
in the business sector was 2.3 per cent in the second quarter of 
2001 (Chart 9). 
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3. FINANCIAL DEVELOPMENTS 


Policy actions 


The Bank of Canada has lowered its target for the overnight 
rate by 300 basis points since the beginning of the year (Chart 10). 
This includes five cuts totalling 200 basis points since the May 
Report (on 29 May, 17 July, 28 August, 17 September, and 23 Octo- 
ber). The first two cuts, of 25 basis points each, were made in the 
context of a gradual slowing in economic growth in Canada that 
resulted from declining U.S. growth. With the subsequent recogni- 
tion that the slowdown in both external and domestic aggregate 
demand was likely to be deeper and more protracted than earlier 
anticipated, especially following the terrorist attacks of 11 Septem- 
ber, the pace of interest rate reductions picked up. The last three 
interest rate reductions—of 25, 50, and 75 basis points, respec- 
tively—brought the target for the overnight rate down to 
2.75 per cent. The objective of these actions was to buttress 
demand and to bolster business and household confidence, as eco- 
nomic prospects weakened and the outlook for the future rate of 
inflation eased. 

All of the interest rate changes, except that of 17 September, 
were made on the pre-announced dates. The 17 September action, 
between scheduled dates, was an extraordinary measure taken in 
the wake of the terrorist attacks in the United States. It, like simi- 
lar actions in other countries, was aimed at underpinning con- 
sumer and business confidence in the aftermath of the attacks. The 
Bank of Canada also provided additional liquidity to the banking 
system immediately after the 11 September attacks to ensure the 
orderly functioning of financial markets (Technical Box 2). 

In the United States, the Federal Reserve has lowered its target 
for the federal funds rate by 400 basis points in total since the 
beginning of the year, 250 basis points of which have been the 
result of actions taken since the completion of the May Report. The 
latter included two recent 50-basis-point cuts, one announced on 
17 September, subsequent to the terrorist attacks, and one on 
2 October in recognition of the continued weak trends in the U.S. 
economy. With these moves, the federal funds target has been 
lowered to 2.5 per cent. 
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Technical Box 2 


Actions Taken in Canada to Deal with 
Possible Disruptions to the Financial System 


Following the attacks on the United States on 11 September, central banks 
worldwide moved quickly to support the financial system. This primarily involved 
helping clearing and settlement systems to remain operational by providing partic- 
ipants in the financial system with ready access to adequate liquidity for their 
short-term financing needs. In the aftermath of the attacks, major Canadian clear- 
ing and settlement systems functioned well, with transactions in the Large Value 
Transfer System (LVTS) and the Debt Clearing Service of the Canadian Depository 
for Securities clearing and settling within normal time frames. 

Right after the attacks, Canadian financial institutions became concerned that 
the ability of some entities to complete payments might be impaired. Fearing a 
shortfall of incoming cash payments, participants in clearing and settlement sys- 
tems became reluctant to send payments over these systems. More generally, par- 
ticipants increased their demand for settlement balance holdings. As a result, 
payment flows in the LVTS slowed soon after the attacks, and there were concerns 
about gridlock in payments processing in the LVTS. 

The Bank of Canada responded promptly on 11 September, indicating that it 
would add liquidity to the system by bringing the level of excess settlement bal- 
ances in the LVTS up to $1 billion from the typical $50 million. This reassured 
financial institutions that even if they did not receive their expected payment 
inflows, they would still have access to needed funds. As part of this action, the 
Bank also offered to carry out Special Purchase and Resale Agreements with pri- 
mary dealers at the overnight rate. The additional $950 million in liquidity was 
provided through 17 September and, subsequently, was gradually reduced, so 
that by 4 October, excess settlement balances in the LVTS were back down to 
$50 million. It is important to note that these liquidity injections were in response 
to a temporary increase in the demand for settlement-balance holdings, and that 
by accommodating this temporary shift, the Bank avoided an inappropriate 
increase in the overnight rate of interest. 

As well, in the days after the attacks, direct participants in the Automated 
Clearing Settlement System (ACSS), which clears and settles mainly paper-based 
(cheque) transactions, were given an additional daily opportunity to trade and so 
reduce their payment imbalances. This provision, which ended on 18 September, 
allowed participants to reduce any unusual need for liquidity and collateral in 
order to settle ACSS transactions. 

With the impact of the attack on Lower Manhattan, there were temporary dis- 
ruptions in payments and securities settlements in U.S. markets. For example, one 
major custodial bank (a bank that clears and settles securities-related transactions 
on behalf of other banks) experienced processing problems. This raised concerns 
that some banks, including Canadian institutions, might not be able to access their 
securities to pledge against needed loans. More generally, there was concern that 
banks might have difficulty raising funds in the market to finance U.S.-dollar loans. 
In response, the Bank arranged for a temporary (30-day) increase in its swap facil- 
ity with the U.S. Federal Reserve to US$10 billion (from US$2 billion) to increase its 
capacity to provide short-term U.S.-dollar liquidity to Canadian banks. This tempo- 
rary facility expired on 14 October. It did not prove necessary to draw upon it. 
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Chart 10 


90-Day Commercial Paper Rate, Target for the Overnight Rate, 
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The yield curve in Canada The more pessimistic economic outlook since midsummer has 
has steepened and contributed to a downward shift and steepening in the yield curve 
shifted downward since in Canada and in the United States (Chart 11). The view that the 
midsummer. North American economic recovery was delayed generated expec- 


tations of more policy easing, which are embodied in short-term 
interest rates. It may also have reduced the inflation component 
incorporated in long-term rates, since long-term bond yields have 
fallen in both Canada and the United States. 


Chart 11 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 
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The positive interest rate differential between yields on Cana- 
dian and U.S. government bonds decreased through the summer 
months amid growing signs that the economic slowdown would 
affect Canada more than the market had previously expected. 
Since 11 September, however, the differential has widened again, 
as investor preference for U.S. government securities in times of 
global uncertainty has led to lower yields on longer-term U.S. 
Treasury bonds compared with the yields on the longer-term 
bonds of other countries. 


Exchange rate 


Since the May Report, the Canadian dollar has fluctuated 
between US$0.6324 and US$0.6636 (Chart 12). In the spring and 
early summer, support for the Canadian dollar came in part from 
market expectations that the economic slowdown would be rela- 
tively less pronounced in Canada than in the United States. More 
recently, the weaker state of the world economy and the resulting 
reduction in commodity prices, the deceleration in Canadian eco- 
nomic activity, and the global economic uncertainty caused by the 
terrorist attacks have contributed to weakness in the Canadian 
dollar. 

In response to the events of 11 September, the U.S. dollar ini- 
tially weakened against major world currencies, continuing the 
depreciating trend that had begun in June. However, as markets 


Chart 12 
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re-evaluated the relative cyclical positions of the world’s major 
economies, the U.S. dollar subsequently recovered beyond its pre- 
attack level. 


Monetary conditions 


Monetary conditions have eased considerably since the May 
Report—the combined result of interest rate declines and deprecia- 
tion of the exchange rate. The index reached -9.91 on 22 October, 
down from -8.0 in the last Report (Chart 13). 


Chart 13 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 


Other financial developments 


Since the May Report, credit conditions have tightened for 
businesses because of the deterioration in the economic outlook 
and the increase in uncertainty, particularly after the 11 September 
attacks. In the bond market, this tightening has been reflected in 
the increase in spreads between the interest rates on corporate 
debt and those on government debt. Moreover, whereas earlier in 
the year, only a few sectors, such as telecommunications and auto- 
motive manufacturing, had been affected, more industries are now 
feeling the effects of the tighter credit conditions. 

In spite of this tightening, the growth of business credit has 
picked up since the May Report because of the increased demand 
for funds. This increase is related to the desire of firms to hold 
additional liquidity in the context of heightened economic uncer- 
tainty. Household credit continues to show solid growth. 
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Between late May and early September, the Toronto Stock 
Exchange (TSE) experienced a sizable decline, falling by over 
12 per cent (Chart 14). This slide mirrored the downturn of the 
Dow Jones Industrial Average (DJIA), which fell about 15 per cent 
over the same period. These drops reflected the deterioration of 
the profit outlook as the global economic slowdown became more 
evident. Both of these stock markets fell more than 10 per cent in 
the 10 days following 11 September but subsequently recovered by 
a substantial amount. 


Chart 14 
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4. [HE OUTLOOK FOR INFLATION 


Uncertainty in the current environment 


Beyond their immediate tragic consequences, the terrorist 
attacks in the United States have introduced a great deal of uncer- 
tainty into the world economy. Prior to the attacks, the slowdown 
in global economic growth had already become quite pronounced, 
as other industrialized and emerging-market economies increas- 
ingly began to show more clearly the effects of weaker growth in 
the United States and the global contraction in the telecommunica- 
tions and information technology sectors. While the terrorist 
actions have accentuated the slowing in global activity in the very 
near term, it is very difficult to assess how long-lasting the nega- 
tive effects will be. 

This uncertainty is critical to the assessment of the economic 
outlook. The performance of the global economy will depend 
importantly on geopolitical developments and on the effects that 
the attacks have on confidence. Economic forecasts in this environ- 
ment are subject to a much higher degree of uncertainty than 
usual. Rather than presenting a conventional forecast in these cir- 
cumstances, we will present the Bank’s working assumptions and 
the economic scenario that they generate. These assumptions will 
be updated as new information becomes available. 

The Bank’s first working assumption is that there will be no 
further major escalation of terrorism. Against this background, 
consumer and business confidence can reasonably be expected to 
recover, although the timing and pace of this recovery are highly 
uncertain. The Bank’s second working assumption is that the lin- 
gering sense of insecurity will continue to weigh on consumer and 
business confidence in North America through the first half of 
next year, but that confidence will then stabilize and recover to 
normal levels in the second half of 2002. 


International background 


In the United States, economic growth had come to a standstill 
during the first half of 2001. Although some slowing to a more 
sustainable pace had been desirable, the slowdown was deeper 
and more prolonged than initially expected. To an important 
extent, this deceleration reflected the sharp turnaround in the 
growth of investment spending (which had been a key element in 
the U.S. expansion). Investment in the technology sector was hit 
particularly hard. Industrial production also fell as firms strove to 
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bring stock levels into line with demand. At the same time, con- 
sumer spending and housing expenditures continued to advance, 
albeit at a slower pace. 

Deteriorating conditions in the U.S. labour market during the 
summer, together with other indicators, suggested that the pickup 
in growth in the second half of the year would be more gradual 
than earlier expected. Against an already weak outlook for the 
second half of 2001, the near-term disruptions created by the ter- 
rorist attacks have led the Bank to expect U.S. economic growth to 
be negative in both the third and fourth quarters. With growth in 
the first half of 2001 averaging only 1.2 per cent, this implies 
growth on an annual average basis for 2001 of only about 1 per 
cent (about 0 per cent for the four quarters to 2001Q4)—close to 
the consensus forecast. 

When we look ahead to 2002, there are several factors, includ- 
ing significant declines in interest rates, that should help to under- 
pin growth. The U.S. Federal Reserve moved quickly to reduce 
official interest rates in the aftermath of the terrorist attacks. In 
addition, the stimulative fiscal measures introduced earlier this 
year, as well as increased government expenditures and proposed 
tax reductions following the attacks, will boost personal incomes 
and demand in the United States. And, prior to 11 September, the 
inventory correction had progressed considerably and was nearing 
completion in some areas, such as the automotive sector. With the 
assumption that confidence recovers to normal levels in the sec- 
ond half of 2002, the significant amount of monetary and fiscal 
stimulus that has been provided over the past year is expected to 
support a relatively strong rebound in economic activity. Hence, 
following weak growth in the first half of 2002, growth in the sec- 
ond half is projected to move up above the growth rate of poten- 
tial output (of about 3 per cent, Technical Box 3). On an annual 
average basis, this scenario implies a growth rate in 2002 of just 
about 1 per cent, which is also close to the consensus forecast. 
This weak annual growth rate is heavily influenced by the 
expected contraction in economic activity in the second half of 
2001. Indeed, on a_ fourth-quarter-over-fourth-quarter basis, 
growth in 2002 would be much stronger, at 2.7 per cent.° 


3. Given the high degree of uncertainty and its unique nature, we have departed 
from our usual practice of presenting a likely range of outcomes. Instead, the 
economic scenario is presented as a point outcome. One can think of this forecast 
outcome as the midpoint of a range of 1 percentage point if the working 
assumptions hold true. But the full range of uncertainty is wider, since it must 
encompass uncertainty about the working assumptions themselves. 
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Technical Box 3 


The Outlook for Business Investment and Potential Output 
in the United States 


Investment expenditures played a key role in the recent evolution of the U.S. 
economy. Most analysts expected the current U.S. slowdown to be fairly short- 
lived, with economic activity recovering quickly as inventory imbalances were 
corrected, aided by lower interest rates and the decline in energy prices. By 
August, however, it was clear that the U.S. slowdown was more acute than 
expected and that the weakness in investment had been significantly underesti- 
mated. It appears that expectations regarding returns on investment, especially 
in the area of information and communication technologies (ICTs), had escalated 
beyond sustainable levels. The reversal in this situation and the related decline in 
equity prices contributed to a sharp retrenchment in investment spending. This 
classic investment cycle has been a much stronger force than was initially recog- 
nized. 

The earlier rapid pace of growth in investment spending had important 
implications for the growth of productivity and potential output in the United 
States. There is growing evidence that the investment boom during the second 
half of the 1990s, which centred on new technologies, led to an increase in pro- 
ductivity growth and to a resulting rise in the rate of growth in potential output. 
This has important implications for policy-makers, who must consider potential 
output and the uncertainty that surrounds it when determining the appropriate 
stance of policy. 

Assessing the future trend rate of growth in productivity and potential out- 
put is, however, very difficult, not only because of the sharp cycle in investment, 
but also because of recent revisions to the U.S. National Accounts. These revi- 
sions lowered estimates of the pace of investment spending and the growth rate 
of productivity in recent years. Nevertheless, growth in U.S. labour productivity 
over the second half of the 1990s was close to 2.5 per cent, substantially higher 
than the average growth over the two previous decades (of close to 1.5 per cent). 

More recently, measured growth in labour productivity has fallen to around 
1.5 per cent on a year-over-year basis (to the second quarter). This mainly reflects 
the cyclical slowdown in economic activity. Long-term prospects for an elevated 
rate of increase in productivity and in economic activity remain favourable, 
because the strong underlying rate of progress in ICTs should support solid 
increases in investment spending over time. Based on the available information, 
the Bank believes that a trend annual increase in productivity of about 2 per cent 
is likely over the medium term. This is lower than in recent years but above aver- 
age growth over the 1973-95 period. Potential output is expected to increase by 
close to an average annual rate of 3 per cent in coming years. 

The physical destruction and the disruption created by the attacks on 11 Sep- 
tember undoubtedly had a short-term negative impact on productivity and 
potential output. This adverse effect may be more persistent if the current higher 
levels of uncertainty lead to a slower recovery in investment, but the impact on 
longer-term growth trends is likely to be very small. 
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Weaker growth in the United States relative to earlier expecta- 
tions, together with heightened levels of uncertainty in global 
markets, will also adversely affect other industrialized economies. 
In that context, all major central banks have lowered interest rates 
to support demand. In Europe, the spillover effects from the U.S. 
slowdown in investment spending, along with the effects of 
weaker domestic demand, were already being increasingly felt 
prior to the attacks in September. The technology sectors were 
experiencing a particularly severe adjustment. In Japan, economic 
problems have continued unabated since the May Report, largely 
because efforts to revive the economy are constrained by underly- 
ing structural difficulties, including ongoing problems in the 
financial sector. In view of recent developments, growth in the 
major European economies in 2001 is expected to slow to around 
1.5 per cent on an average annual basis, while economic activity in 
Japan is expected to decline by about 0.5 per cent. Growth pros- 
pects have also deteriorated further in the economies of emerging- 
market countries, although contagion from the financial difficul- 
ties in Argentina and Turkey has remained relatively limited. 

In line with the global economic slowdown, the U.S.-dollar 
price of non-energy commodities is projected to decline somewhat 
further over the next few months. Thereafter, non-energy com- 
modity prices are expected to recover gradually. 

Crude oil prices are likely to be volatile but, on balance, they 
are expected to remain below US$25 per barrel in coming months. 
Natural gas prices, having fallen considerably since early 2001, are 
likely to recover somewhat through the winter heating season. 
These assumptions for crude oil and natural gas prices are consistent 
with current expectations in futures markets. 


Aggregate demand and supply in Canada 


In Canada, economic growth in the second half of 2001 is 
expected to be close to zero or slightly negative. Canadian exports 
likely declined still further in the second half of 2001, primarily as 
a result of the expected reduction in U.S. aggregate economic 
activity. The growth of household expenditures in the second half of 
2001 will no doubt be held back by recent and prospective job losses, 
the substantial reduction in equity prices, and the increased uncer- 
tainty resulting from the terrorist attacks. In the current highly 
uncertain world economic and political climate, Canadian busi- 
nesses are also expected to remain cautious. Capital spending is 
likely to be substantially cut in those industries where a signifi- 
cant amount of excess capacity has emerged or where the 
medium-term outlook for demand has been revised down as a 
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result of the terrorist attacks. Further growth in energy investment 
over this period will also likely be tempered by the impact on cash 
flow of the recent sharp reduction in natural gas prices. 

Since growth is expected to be close to zero or slightly nega- 
tive in the second half of 2001, annual average growth for 2001 
would be about 1.5 per cent. This is down from the range of 2 to 
3 per cent projected in both the May 2001 Report and the August 
Update. The average private sector forecast is for growth in Can- 
ada’s real GDP of 1.4 per cent for 2001 (Consensus Economics 
2001). At the time of the May Report, the consensus outlook called 
for growth of 2.4 per cent in 2001. 

The performance of the Canadian economy in 2002 will 
depend critically on the global environment in general and on the 
timing and strength of the U.S. recovery in particular. The Bank’s 
working assumption is that household and business confidence in 
the United States and Canada will recover to normal levels in the 
second half of next year in the absence of further major geopoliti- 
cal shocks. In this scenario, a second-half U.S. recovery will 
increase demand for Canadian exports. As confidence rebuilds, 
the considerable amount of monetary stimulus in place, together 
with recently announced increases in government spending and 
previously announced tax cuts, is expected to support strong 
growth in domestic spending. Rebounds in domestic and foreign 
demand should support a recovery in business investment with a 
lag. The Bank’s survey of businesses carried out in September sug- 
gested, however, that investment spending would likely edge down 
over the next year, reflecting the high level of uncertainty regarding 
the outlook for sales. In this scenario, growth is expected to remain 
relatively weak in the first half of 2002—about 2 per cent at an 
annual rate—before rising to about 4 per cent in the second half 
of 2002 (above the estimated growth rate of potential output of 
about 3 per cent). On an annual average basis, this implies growth 
for 2002 of about 1.5 per cent. This is comparable to the average 
private sector forecast of 1.7 per cent growth for 2002, down from 
3.3 per cent at the time of the May Report. 


26 


Mie Ne lm how PeOrikCOYe REP eR — NV EMBER 2.0.0.1 


Measures of inflation expectations 


In the regular survey reported in the Conference Board of Can- 
ada’s autumn Index of Business Confidence, 72 per cent of respond- 
ents expected prices, in general, to rise over the next 6 months at a 
rate of 2 per cent or less, and 96 per cent expected a rate of 3 per 
cent or less (Chart 15). The latest survey of firms conducted by the 
Bank’s regional offices also confirms that inflation expectations are 
firmly anchored inside the Bank’s inflation-control target range. The 
average private sector forecast for the rate of increase in the total 
CPI is 2.0 per cent in 2002 (slightly lower than last spring). As well, 
the differential between 30-year conventional and Real Return 
bonds is close to 2 per cent (Chart 16). Typical forecasts of longer- 
term inflation are 2.0 to 2.1 per cent, depending on the time hori- 
zon. 


Chart 15 
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Chart 16 
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*** Source: Consensus Economics Inc. 


Other factors affecting inflation 


The pass-through of increased energy costs to the non-energy 
components of the CPI is likely to continue, although this effect is 
expected to be modest and to be spread over several years. 

Assumptions about the prices of crude oil and natural gas will, 
however, continue to significantly affect the near-term outlook for 
consumer energy prices and therefore for the total cpr. If crude oil 
prices remain below their early-September price of US$27 per bar- 
rel for the remainder of this year, gasoline and fuel oil prices will 
likely remain below year-earlier levels. In addition, the 12-month 
rate of increase in natural gas prices at the consumer level is 
expected to ease further over the next 6 months. 

The increase in costs arising from the depreciation of the Cana- 
dian dollar since the beginning of 2000 may continue to put some 
upward pressure on inflation over the next year and a half. Earlier 
episodes of large changes in the exchange rate during the 1990s, 
characterized by low exchange rate pass-through to the CPI in 
Canada and in many other industrial countries, suggest that these 
effects should be limited. 

With the recent easing in labour market pressures, wage gains 
are expected to slow through 2002. Indeed, the Bank’s latest sur- 
vey of businesses shows that significantly fewer firms are expect- 
ing wage increases to rise than was the case at the end of 2000. 
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With stronger productivity gains anticipated after the start of the 
economic recovery, increases in overall unit labour costs should be 
moderate. 


Projections from the monetary aggregates 


While remaining relatively high, the rates of growth of the 
three narrow money aggregates, M1, Ml1+, and Ml1++, have 
slowed significantly from the beginning of the year (Chart 17). 
Much of the decline, particularly in the case of gross M1, was due 
to the decreasing importance of special factors such as an earlier 
jump in the deposits of financial institutions held at banks, which 
had boosted the growth of the narrow aggregates relative to that 
of underlying transactions balances. 


Chart 17 
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Part of the reason why growth in the narrow aggregates 
remained relatively strong over the period has been increased 
demand for money for precautionary purposes. In the face of 
heightened stock market uncertainty and concerns over future 
income, firms and individuals may be choosing to hold a higher 
level of liquid deposits for precautionary purposes. Tighter credit 
conditions in some sectors may also increase the desire for higher 
levels of liquidity. To the extent that these balances are used to 
purchase financial assets rather than goods and services once 
uncertainty is reduced, they are not an indication of immediate 
inflationary pressures. 
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In September, growth in narrow money increased sharply 
largely because of temporary factors associated with the terrorist 
attacks, which induced a large number of businesses and house- 
holds to increase their liquidity and delay reinvestment of funds. 


Chart 18 
Real GDP Growth and Growth of Real Gross M1 and M1+ 
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* Two-quarter moving average of growth in gross M1, M1+ (deflated by the core CPI), one quarter 
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The forecast for real GDP growth in 2002, based on narrow 
money growth, is between 2 and 2.5 per cent (Chart 18). And the 
Bank’s model based on narrow money predicts that core inflation 
will fall to near the midpoint of the inflation-control target range 
over the next 6 months. 

Growth in M2++ has also slowed since the beginning of the 
year, in line with falling contributions to mutual funds. The 
growth rate of M2++ increased in September, due primarily to a 
sharp rise in narrow money and increased interest in money-mar- 
ket mutual funds. Historical data for M2++ have been revised, 
owing to the adoption of a more reliable data source for contribu- 
tions to mutual funds.* The new data result in a more moderate 
rate of growth in 2001 and early 2002 than was previously esti- 
mated. M2++ is currently growing at a rate that is broadly consist- 
ent with inflation of around 2 per cent (Chart 19). 


4. Mutual funds data are now provided by the Investment Funds Institute of 
Canada. 
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Chart 19 
Core Inflation and Broad Money Growth 
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Inflation projection 


The Canadian economy is judged to have moved into excess 
supply in the third quarter of 2001. In the scenario based on the 
Bank’s working assumption, real output growth is not projected to 
exceed potential growth until the second half of 2002. Therefore, 
excess supply continues to build through to mid-2002, putting 
downward pressure on core inflation over this period. This influ- 
ence is expected to be tempered by longer-term inflation expectations 
that remain close to 2 per cent and by current and projected increases 
in unit labour costs that are also in this range. 

Under the working assumptions, the Bank would expect core 
inflation to move below 2 per cent in early 2002 and to fall to about 
11/2 per cent in the second half of the year. The degree of eco- 
nomic slack is expected to start shrinking in the second half of 
2002 and to disappear through 2003. Thus, by the end of 2003, core 
inflation should move back close to the 2 per cent midpoint of the 
target range. 

If world energy prices remain at or below their early-Septem- 
ber levels, the rate of increase in the total CPI is projected to fall to 
close to 2 per cent by the end of this year and to move below the 
midpoint of the target range in 2002. Under this assumption for 
energy prices, total CPI inflation would be below core inflation in 
2002. Total CPI inflation is also expected to move back up towards the 
2 per cent midpoint in late 2003. 
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Excess supply in the econ- 
omy continues to build 
through to mid-2002. 


Both core and total 
inflation are expected to 
move below 2 per cent 
in 2002. 


By the end of 2003, both 
core and total inflation 
should move back close to 
the 2 per cent midpoint of 
the target range. 
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5. CONCLUSIONS 


During this past summer, evidence had begun to accumulate 
that the economic slowdown in North America would be deeper 
and last longer than had previously been expected. In particular, 
the effects from the ongoing global retrenchment in the informa- 
tion and telecommunications sectors had become a much stronger 
force than was initially recognized. 

The events of 11 September and their fallout around the world 
have added a further major element of weakness and uncertainty 
to the near-term prospects for the global economy and for Canada. 
How quickly levels of activity recover and economic growth 
resumes will depend crucially on geopolitical developments and 
on how soon consumer and business confidence in the United 
States and Canada return to normal. 

One can construct a scenario where confidence is restored 
quickly and, given the amount of monetary and fiscal stimulus 
that has been provided, robust growth resumes early in 2002. On 
the other hand, consumer and business confidence in North Amer- 
ica could stay weak for quite some time, in which case growth 
would remain sluggish through most of 2002. 

In coming to its decision to further reduce the target for the 
overnight interest rate on 23 October, the Bank operated on the 
basis of the working assumptions presented in this Report. These 
assumptions are that there will be no further major escalation of 
terrorism and that confidence will recover to normal levels in the 
second half of 2002. 

Based on this analysis, the Bank now expects downward pres- 
sure on inflation to persist through much of next year, with core 
inflation falling to about 1 1/2 per cent in the second half of 2002. 
The 75-basis-point cut in the Bank’s key policy rate on 23 October, 
which, together with previous declines, has brought the target 
overnight rate down to 2.75 per cent, aims to support economic 
growth and keep inflation close to our 2 per cent target over the 
medium term. 

While subject to an unusually wide band of uncertainty, the 
outlook presented in this Report will guide the Bank’s judgment 
about the appropriate course for monetary policy as more infor- 
mation on the economy becomes available. 
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anada’s economy is feeling the 

effects of two major events: the 

global economic slowdown 
that began last year in the United 
States and the aftermath of the 11 Sep- 
tember terrorist attacks. Together, 
these factors have led to a highly un- 
certain environment, so the band of 
confidence around the economic out- 
look is much wider than usual. 

By midsummer, evidence began to 
accumulate that the economic slow- 
down would be deeper and more pro- 
tracted than previously anticipated, 
both globally and in Canada. Canada’s 
economic outlook weakened further as 
a result of the terrorist attacks in the 
United States. 

It now appears that economic 
growth will be close to zero or slightly 
negative in the second half of 2001, 
leaving real GDP growth for the year as 
a whole at about 1 1/2 per cent. 

Because of the unusual nature of 
the uncertainty we are facing, the 
Bank’s economic outlook for 2002 is 
based on a set of working assumptions 
about business and consumer confi- 
dence. These assumptions are that 
there will be no further major escala- 
tion of terrorism and that business and 
consumer confidence will return to 
normal levels in the second half of 
next year. 
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e Given the unusual nature of the 


uncertainty we face, the Bank’s 
economic outlook is based on a set of 
working assumptions about business 
and consumer confidence. 


¢ These assumptions are that there will be 


no further major escalation of terrorism, 
and that consumer and business 
confidence will return to normal levels 
in the second half of 2002. 


Under these assumptions, growth in the 
second half of 2001 is expected to be 
close to zero or slightly negative, 
leaving growth for the year as a whole at 
about 1 1/2 per cent. Growth in 2002 is 
expected to be 1 1/2 per cent, with the 
economy gaining speed through the 
year and growing faster than potential 
output in the second half. 


In this scenario, with more slack 
opening up in the economy, core 
inflation is expected to fall to about 

1 1/2 per cent in the second half of 2002. 
Total CPI inflation in 2002 is also 
expected to move below the 2 per cent 
midpoint of the Bank’s inflation-control 
target range. 
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Under these assumptions, growth 
would increase to about 2 per cent in 
the first half of 2002 and to about 4 per 
cent in the second half. On an average 
annual basis, this would produce 
growth of about 11/2 percent in 
2002. 

With Canada’s economy already 
in a position of excess supply in the 
third quarter of 2001, the implication 
of this growth scenario is that the econ- 
omy would operate even further be- 
low capacity throughout next year. 
This would mean more persistent 
downward pressure on core inflation, 
which is expected to fall to about 
1 1/2 per cent in the second half of next 
year. Core inflation would then move 
back close to the 2 per cent midpoint of 
the Bank’s 1 to 3 per cent inflation- 
control range by the end of 2003. Total 
CPI inflation is expected to move ina 
similar manner, if world energy 
prices remain at or below their early- 
September levels. 


Recent Economic and 
Financial Developments 


Even before the terrorist attacks in 
the United States, a more pronounced 


Consumer Price Index 
Year-over-year percentage change 


Target range 


Target midpoint 


, 


Total CPI 


1996 1997 1998 1999 2000 2001 


* CPI excluding the eight most volatile components and the effect of changes 
in indirect taxes on the remaining components 


weakening trend had become evident 
globally and in Canada, with econom- 
ic growth slowing sharply through the 
first half of 2001 and into the third 
quarter. This weakness had its roots in 
the slowdown that had begun in the 
United States in the second half of last 
year. 

While Canada’s growth through 
this period had slowed because of re- 
duced exports to the United States, it 
remained at higher levels than US. 
growth. But final domestic demand 
had also begun to soften, owing to 
weak business investment and a slow- 
down in household spending. 

In response to these trends, the 
Bank lowered interest rates beginning 
in early 2001. In total, the Bank has 
dropped its target for the overnight 
rate by 3 percentage points, including 
the 75-basis-point reduction on 
23 October. The unusual step of 
lowering rates by 50 basis points on 
17 September, between scheduled an- 
nouncement dates, was taken because 
of the need for prompt action to under- 
pin consumer and business confidence 
following the terrorist attacks. 

The slowing world economy and 
the resulting drop in commodity 
prices have led to weakness in the Ca- 
nadian dollar. The global economic 
uncertainty stemming from the terror- 
ist attacks has also weighed on the 
Canadian dollar. 

Core inflation rose above 
2 per cent in the spring and hovered 
around 2.3 per cent through the sum- 
mer months. This movement was con- 
sistent with the lagged effects of the 
economy operating above capacity 
earlier this year. In contrast, because of 
declining energy prices, total CPI infla- 
tion has fallen sharply from a peak rate 
of nearly 4 per cent in May and is mov- 
ing down towards core inflation. 
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Prospects for Growth 


The Bank had already revised its 
outlook for Canada’s economy in late 
summer, in recognition of the weaker 
global economy. But the terrorist 
attacks in the United States have fur- 
ther dampened Canada’s near-term 
prospects and have introduced an un- 
usually high degree of uncertainty. 

In Canada, growth in the second 
half of 2001 is now expected to be close 
to zero or slightly negative as the di- 
rect economic effects of the attacks are 
felt, particularly in the air transporta- 
tion, tourism, and finance industries. 
This would imply annual average 
growth for 2001 of about 11/2 per 
cent —close to the latest average pri- 
vate sector forecast. 

The performance of the Canadian 
economy in 2002 will depend critically 
on the global environment in general 
and on the timing and strength of the 
U.S. recovery in particular. One can 
construct a scenario where confidence 
is restored quickly and, given the 
amount of monetary as well as fiscal 
stimulus that has been provided, ro- 
bust growth in the North American 
economy resumes early in 2002. How- 
ever, if consumer and business confi- 
dence stay weak for quite some time, 
growth would remain — sluggish 
through most of 2002. 

Based on its working assumptions, 
the Bank has formulated an economic 
outlook that lies between these two 
scenarios. These assumptions involve 
no further major escalation of terror- 
ism and a return to normal levels of 
confidence in the second half of 2002. 

Under these working assump- 
tions, U.S. growth is expected to be 
positive but low in the first half of 


Gross Domestic Product in Constant Dollars for Canada 


Quarter-over-quarter 
percentage change, iy 
at annual rates 


Year-over-year 


percentage 
| change 


1998 1999 2000 


2002. With uncertainty dissipating, 
confidence rebounding, and the signif- 
icant amount of stimulus already pro- 
vided, the U.S. economy should grow 
at a faster rate than potential output in 
the second half. On an average annual 
basis, this would imply growth in the 
U.S. economy of about 1 per cent in 
2002. Growth would be considerably 
stronger on a_ fourth-quarter-over- 
fourth-quarter basis, at 2 3/4 per cent. 

Given the Bank’s working as- 
sumption about the return of business 
and consumer confidence, together 
with the domestic policy measures 
that have been taken, we see growth in 
Canada picking up modestly in the 
first half of next year and rising to a 
rate above that of growth in potential 
output (estimated at about 3 per cent) 
in the second half. On an annualized 
basis, growth would average about 
2 per cent in the first half of 2002 and 
about 4 per cent in the second half. 
On an average annual basis, this 
implies growth for 2002 of about 
11/2 per cent, compared with an 
average private sector forecast of 
about 1 3/4 per cent. 
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90-Day Commercial Paper Rate, 


Target for the Overnight Rate, 


and Target for the Federal Funds Rate 


: Target for the 
; U.S. federal funds rate 


90-day 
commercial 
paper rate 


The Outlook for Inflation 


Earlier this year, Canada’s core in- 
flation rate moved above the 2 per cent 
midpoint of the Bank’s 1 to 3 per cent 
inflation-control target range, peaking 
at 2.4 per cent in July. This was broadly 
consistent with an economy that had 
been operating above its capacity 
early in the year. 

Pressures on capacity began to 
ease, however, as_ the economy 
slowed. Several indicators suggest that 
the economy was in a position of ex- 
cess supply in the third quarter of 
2001. While there are still signs of 
tightness in some sectors, such as 
shortages of skilled labour, the eco- 
nomic slowdown has substantially re- 
duced demand pressures. 

Indeed, with the economy not ex- 
pected to return to above-potential 
growth until the second half of 2002, 


the output gap is expected to continue 
widening until then. 

In this scenario, core inflation is 
expected to move below 2 per cent in 
early 2002 and fall to about 1 1/2 per 
cent in the second half of the year. To- 
tal CPI inflation should fall to about 
2 per cent by the end of 2001, assuming 
that world energy prices remain at or 
below their early-September levels. 
Total inflation would then move 
slightly below core inflation in 2002. 

With economic slack projected to 
start shrinking in the second half of 
2002 and to disappear through 2003, 
both core and total CPI inflation would 
be expected to move back close to 2 per 
cent by the end of 2003. 


Conclusions 


The Bank of Canada has lowered 
its target for the overnight interest rate 
by 300 basis points since the beginning 
of the year. These actions have been 
taken to support economic growth and 
to keep inflation close to our 2 per cent 
target over the medium term. 

Because of the unusual nature of 
the current uncertainty, the economic 
outlook presented in this Report— 
which led to the Bank’s decision on 
23 October—is based on a set of 
assumptions about business and 
consumer confidence. This outlook 
and the associated analysis will 
continue to guide the Bank’s judgment 
about monetary policy as more infor- 
mation becomes available. 


In 2002, the Bank of Canada’s Monetary Policy Report will be published in April and October. Regular 
Updates will be published in January and July. Copies of the full Report, the Summary, and the Update may 
be obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, 
Ottawa, Ontario, Canada K1A 0G9. 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 


Web site: h ttp: //www.bankofcanada.ca 
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yy économie canadienne subit les 

L contrecoups de deux événe- 

ments majeurs : le ralentisse- 
ment de la croissance économique 
mondiale amorcé l’an dernier aux 
Etats-Unis et les attentats terroristes 
survenus le 11 septembre. La combinai- 
son de ces facteurs a créé un climat de 
grande incertitude, de sorte que |’inter- 
valle de confiance relatif aux prévisions 
économiques est beaucoup plus large 
qu’a l’ordinaire. 

Au milieu de l’été, les signes que 
la décélération de l’activité dans le 
monde et au Canada serait plus pro- 
noncée et plus longue que prévu ont 
commencé a s’accumuler. Les perspec- 
tives économiques du Canada se sont 
encore dégradées a la suite des atten- 
tats commis aux Etats-Unis. 

Il semble bien maintenant que 
l’é€conomie connaitra une croissance a peu 
pres nulle ou légérement négative au 
second semestre de 2001, ce qui implique 
une hausse du PIB réel d’environ 
1 1/2 % pour l’ensemble de l’année. 

Etant donné le caractére inhabituel 
de l’incertitude qui régne actuellement, 
la Banque s’est fondée sur une série 
d’hypothéses de travail concernant 
la confiance des entreprises et des mé- 
nages pour évaluer les perspectives 
d’évolution de l’économie canadienne 
en 2002. Ces hypothéses sont qu’il n’y 
aura pas de nouvelle escalade impor- 
tante du terrorisme et que le niveau de 
confiance des ménages et des entreprises 
retournera a la normale au second 
semestre de 2002. 
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e Etant donné le caractére inhabituel de 


l’incertitude qui regne actuellement, la 
Banque s’est fondée sur une _ série 
d’hypotheses de travail concernant la 
confiance des entreprises et des ménages 
pour son évaluation des perspectives de 
l'économie canadienne. 


Ces hypotheses sont qu’il n’y aura pas 
de nouvelle escalade importante du ter- 
rorisme et que la confiance des consom- 
mateurs et des entreprises se rétablira au 
second semestre de 2002. 


Selon ces hypotheses, la croissance serait 
a peu pres nulle ou légérement négative 
au second semestre de 2001, pour se chif- 
frer a environ 1 1/2 % sur l’ensemble de 
l'année. Elle devrait se situer a 1 1/2 % en 
2002, l’activité gagnant en vigueur au 
fil des mois et progressant plus rapi- 
dement que la production potentielle au 
deuxiéme semestre. 


D’apreés ce scénario, le taux d’augmenta- 
tion de l’indice de référence devrait tom- 
ber a environ 1 1/2 % au second semestre 
de 2002, a la faveur de l’accroissement 
des capacités excédentaires. Celui de 
l’1Ipc global devrait aussi glisser l’an pro- 
chain sous 2 %, le point médian de la 
fourchette cible de la Banque. 
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D’apres ces hypothéses, le rythme 
d’expansion de I’activité devrait s’accé- 
lérer pour atteindre quelque 2 % au 
premier semestre de 2002 et a peu prés 
4 % au second. Sur l’ensemble de 
l'année 2002, l’économie progresserait 
donc d’environ 1 1/2 %. 

Selon ce scénario, l’économie cana- 
dienne, qui se trouvait déja en situation 
d’offre excédentaire au troisiéme 
trimestre de 2001, tournerait encore 
davantage en deca des limites de sa 
capacité tout au long de 2002. Il en 
résulterait une intensification des pres- 
sions a la baisse sur l’inflation mesurée 
par l’indice de référence, qui devrait 
ainsi tomber a environ 1 1/2 % au 
second semestre de 2002. Celle-ci 
remonterait avant la fin de 2003 a prés 
de 2 %, le point médian de la fourchette 
de 1 43 % visée par la Banque. Le taux 
d’augmentation de |’IPc global devrait 
suivre une trajectoire similaire, si les 
cours mondiaux de l’énergie demeurent 
aux niveaux affichés au début de 
septembre ou en deg¢a. 


L’évolution économique et 
financieére récente 

Méme avant les attaques terroristes 
perpétrées aux Etats-Unis, une baisse 


de régime plus marquée était devenue 
manifeste dans le monde et ici au pays, 


Indice des prix 4 la consommation 


Taux de variation sur douze mois 


Fourchette cible 


Point médian de 
la fourchette cible 


. 


Indice 


IPC global de référence* 


la croissance s’étant considérablement 
ralentie tout au long du premier semes- 
tre de 2001 et encore au troisiéme 
trimestre. Cette atonie tenait au tasse- 
ment de l’activité amorcé aux Etats- 
Unis au cours de la seconde moitié de 
l’an dernier. 

Bien qu’elle ait été freinée par la 
réduction des exportations vers les 
Etats-Unis durant cette période, la 
croissance était demeurée plus forte au 
Canada que chez nos voisins du sud. 
Mais la progression de la demande 
intérieure finale avait aussi commencé 
a fléchir, en raison de la faiblesse des 
investissements des entreprises et de la 
moderation de la dépense des ménages. 

La Banque a réagi a cette évolution 
en abaissant les taux d’intérét dés le 
début de 2001. Au total, elle a réduit le 
taux cible du financement 4 un jour de 
3 points de pourcentage, dont 3/4 de 
point le 23 octobre. La décision, inha- 
bituelle, de réduire le taux en dehors 
des dates d’annonce préétablies — en 
occurrence de un demi-point le 
17 septembre — a été motivée par le 
besoin pressant de soutenir la con- 
fiance des ménages et des entreprises 
au lendemain des attentats. 

L’essoufflement de _ 1’économie 
mondiale et la chute consécutive des 
prix des produits de base se sont 
répercutés sur le dollar canadien. Ce 
dernier s’est également ressenti de 
l’incertitude que les attentats terroristes 
ont fait naitre sur la scene économique 
internationale. 

Linflation mesurée par l’indice de 
référence a franchi la barre des 2 % au 
printemps et oscillé autour de 2,3 % 
tout au long de 1’été. Cette hausse 
faisait écho a la surutilisation des 
capacités de l’économie qui persistait 
au début de l’année. En revanche, le 
taux d’augmentation de 1’IPc global, 
qui avait atteint un sommet de prés de 
4 % en mai, a nettement diminué sous 


1992 1993 1994 1995 1996 1997. 1998 1999 2000 2001 


* Indice excluant les huit composantes les plus volatiles de l’ IPC et l’effet des 
modifications des imp6ts indirects sur les autres composantes 


l’effet de la baisse des cours de l’éner- 
gie et se rapproche de I’inflation mesu- 
rée par l’indice de référence. 
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Les perspectives de croissance 


A la fin de l’été, la Banque du Canada 
avait déja revu ses prévisions concernant 
l’économie canadienne, a la lumiére du 
ralentissement de l’activité a l’échelle 
mondiale. Mais les attentats terroristes 
survenus aux Etats-Unis ont assombri 
encore davantage les perspectives a court 
terme du Canada et beaucoup accentué 
lincertitude. 

Au Canada, nous nous attendons 
maintenant a ce que l’expansion écono- 
mique soit a peu prés nulle ou légere- 
ment négative au second semestre de 
2001, en raison de l’ampleur des effets 
économiques directs des attentats, parti- 
culiérement dans les secteurs du trans- 
port aérien, du tourisme et des finances. 
La croissance pour l’année dans son 
ensemble devrait par conséquent se 
situer aux environs de 1 1/2 %, soit pres 
des plus récentes prévisions du secteur 
privé. 

La tenue de l’économie canadienne 
en 2002 dépendra essentiellement du cli- 
mat mondial, en général, et du moment 
et de l’ampleur de la reprise aux Etats- 
Unis, en particulier. On peut imaginer un 
scénario dans lequel la confiance se 
rétablit rapidement et ou, compte tenu 
des mesures monétaires et budgétaires 
fortement expansionnistes qui ont été 
mises en place, une reprise robuste de la 
croissance en Amérique du Nord s’amor- 
cera dés les premiers mois de 2002. 
Cependant, si la confiance des ménages 


Produit intérieur brut du Canada en dollars constants 


Variation 


trimestrielle exprimée 
en taux annuels 


si Taux de variation 
sur quatre trimestres 


1999 


Taux du papier commercial a 90 jours, 
taux cible du financement a un jour 
et taux cible des fonds fédéraux 


Données quotidiennes 


Taux cible des 
fonds fédéraux 


Taux du papier 
commercial 
a 90 jours 


Taux cible 
du financement a un jour 


et des entreprises reste fragile encore 
longtemps, la croissance risque de 
demeurer anémique durant la majeure 
partie de l’année. 

En se fondant sur ses hypotheses de 
travail, la Banque a formulé un pronostic 
qui se situe a mi-chemin entre ces deux 
scénarios. Ces hypotheses sont qu’il n’y 
aura pas de nouvelle escalade impor- 
tante du terrorisme et que la confiance 
retournera a des niveaux normaux dans 
la seconde moitié de 2002. 

Selon ces hypothéses de travail, le 
taux d’accroissement de l’activité aux 
Etats-Unis devrait étre positif, quoique 
faible, dans la premiére moitié de 2002. Il 
devrait ensuite dépasser celui de la pro- 
duction potentielle durant le deuxiéme 
semestre, a la faveur de l’atténuation de 
l’‘incertitude, du rétablissement de la con- 
fiance et des mesures fortement expan- 
sionnistes déja mises en place. En 2002, 
V'expansion de l'économie américaine 
avoisinerait ainsi 1% pour l’année dans 
son ensemble. Mesurée en glissement 
annuel au quatriéme trimestre, la crois- 
sance devrait étre beaucoup plus ferme 
et atteindre 2 3/4 %. 

Etant donné l’hypothése de la Banque 
concernant le retour de la confiance des 
ménages et des entreprises et compte 
tenu des mesures de politique intérieure 
qui ont été prises, nous nous attendons a 
ce que la croissance au Canada enregistre 
une modeste remontée au _ premier 
semestre de l’an prochain et dépasse le 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE - NOVEMBRE 2001 


taux d’augmentation de la production 
potentielle (estimé a quelque 3%) au 
second semestre. Le taux annualisé de 
croissance devrait avoisiner 2% au pre- 
mier semestre de 2002 et 4% au second. 
Sur l'ensemble de I’année 2002, le rythme 
d’expansion de l’activité devrait 
donc s’établir aux alentours de 1 1/ 2%; 
ce qui est comparable au taux d’environ 
1 3/4 % avancé en moyenne par les pré- 
visionnistes du secteur privé. 


Les perspectives en matiére 
d’inflation 


Ce printemps, Vinflation mesurée 
par l’indice de référence s’est hissée au- 
dessus de 2%, le point médian de la 
fourchette de 1 4 3 % visée par la Banque, 
pour culminer 4 2,4% en juillet. Cette 
évolution cadrait dans l’ensemble avec 
une économie qui tournait au dela des 
limites de sa capacité en début d’année. 

Les pressions s’exercant sur l’appa- 
reil de production se sont toutefois mises 
a s‘atténuer a la faveur de la décélération 
de V'activité. Plusieurs indicateurs donnent 
a penser que l’économie se trouvait en 
situation d’offre excédentaire au_troi- 
sieme trimestre de 2001. Bien qu’il sub- 
siste dans certains secteurs des signes de 
tension, tels que des pénuries de main- 
d’ceuvre qualifiée, le ralentissement de 
l'économie a sensiblement réduit les 
pressions de la demande. 

Comme nous ne nous attendons pas 
a ce que le rythme d’expansion de I’éco- 
nomie dépasse celui de la production 
potentielle avant le second semestre de 
2002, l’écart de production devrait conti- 
nuer de s’élargir d'ici la. 

D’aprés ce scénario, l’inflation mesu- 
rée par l’indice de référence devrait 


glisser sous 2 % au début de 2002 et 
descendre a quelque 1 1/2 % au second 
semestre. Si les cours mondiaux de 
l’énergie restent aux niveaux affichés au 
début de septembre ou en deca, le taux 
d’accroissement de I’Ipc global devrait 
tomber a environ 2 % d’ici la fin de cette 
année, pour ensuite descendre légeére- 
ment sous celui de l’indice de référence 
en 2002. 

Etant donné que la Banque prévoit 
que les capacités inutilisées dans l’écono- 
mie commenceront a se résorber durant 
la seconde moitié de 2002, pour disparai- 
tre en 2003, les taux d’accroissement de 
V'indice de référence et de IPC global 
devraient tous deux remonter a pres de 
2% d'ici la fin de 2003. 


Conclusions 


La Banque du Canada a abaissé le 
taux cible du financement a un jour de 
300 points de base depuis le début de 
l'année. Ces mesures visaient 4 soutenir 
la croissance de l’économie canadienne et 
a maintenir l’inflation prés de notre cible 
de 2 % a moyen terme. 

Etant donné le caractére inhabituel 
de l’incertitude qui régne actuellement, 
l’évaluation des perspectives écono- 
miques fournie dans le présent rapport 
— sur laquelle reposait la décision qu’a 
prise la Banque d’abaisser son taux direc- 
teur le 23 octobre — est fondée sur une 
série d’hypothéses de travail concernant 
la confiance des entreprises et des mé- 
nages. Cette évaluation continuera de 
guider la Banque, 4 mesure qu’elle 
disposera de nouvelles données sur l’éco- 
nomie, dans les décisions qu’elle prendra 
au sujet de l’orientation a imprimer a la 
politique monétaire. 


En 2002, le Rapport sur la politique monétaire de la Banque du Canada sera publié en avril et en octobre. Des 
mises a jour de l’analyse qui y est presentée paraitront en janvier et en juillet. Pour recevoir des exemplaires 
du Rapport au complet, du Sommaire ou de la Mise a jour, veuillez communiquer avec le Service de la diffusion 
des publications, département des Communications, Banque du Canada, Ottawa (Ontario), Canada K1A 0G9. 


Téléphone : (613) 782-8248: adresse électronique ; publications@banqueducanada.ca; 


site Web : http://www.banqueducanada.ca 
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